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Airline executives are clearly aware of the forces of disruption and the need 
for transformation based on not only what is happening in a wide array of 
business sectors (technology, entertainment, retail, and so forth) but also 
within the broader travel sector, for example, the hospitality sector and the 
air taxi sector. As such, managers at different airlines are working on differ- 
ent levels of transformation based on their own actual and perceived situa- 
tions as well as the resources available to them. Based on my observations, 
however, the transformational initiatives taken so far have tended to be at 
the incremental level and related to enhancing the value of existing physical 
products. While these incremental improvements are clearly beneficial and 
are in the right direction for customers and for the profitability of airlines, 
they are not creating anything that is radically different. ‘The situation is 
best put in perspective by Peter ‘Thiel, the author of the book, Zero to One. 
Many companies, according to Thiel, develop products or services that take 
“the world from 1 to n, adding more of something familiar.” However, 
what is needed is for a business to develop and create something new that 
would take the world “from 0 to 1.!” 

Would these incremental changes to conventional airline business models 
be sufficient to face, what some people believe, an oncoming tsunami—the 
equivalent of a seismic sea wave in the global airline industry? The global 
airline industry is perhaps only seeing the forthcoming changes that are 
minor. However, the forces of change could become extremely powerful; 
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creating the likes of a tsunami that has enormous impact on existing players 
in the marketplace. Such an envisioned tsunami could be the result of pow- 
erful converging forces—the changing consumer expectations, the emer- 
gence of platform-based and networked businesses, the proliferation of 
smart consumer technologies, and the spread of cross-border joint ventures 
and equity arrangements, just to name four. Moreover, all four forces are 
interrelated and along with their connection to consumer networks and 
consumer databases, they could warrant a need for a step-change transfor- 
mation along the lines suggested by Peter ‘Thiel. 

There are airline executives who have begun to explore not only differ- 
ent ways to manage the core elements of the business and develop next 
generation of e-commerce, but also to investigate the challenges and 
opportunities relating to digitizing the airline business. A few airlines are 
even looking about the possibility of developing platform-based and net- 
worked businesses to address effectively the end-to-end journey chal- 
lenges relating to connected customers. They recognize the role of 
platforms to help businesses innovate quickly to respond to customers’ 
changing expectations, behaviors, and preferences. They also recognize 
that smart technologies, including data, can empower buyers to commu- 
nicate with sellers on many fronts. Moreover, they recognize, based on 
the success of new businesses (Airbnb and Uber, for example) that capital 
has begun to flow toward the platform-based enterprises because of their 
demonstrated growth, global scalability, and huge addressable markets. 

It is ironic, however, that while a platform is a relatively new term 
within the business world, airlines developed and have been using the 
attributes of platform businesses for many years. Let us assume that some 
key attributes of platforms are: (1) they create marketplaces for buyers 
and sellers to make efficient transactions, (2) they are asset-light, (3) they 
enable scalability, (4) they enable businesses to extend their boundaries, 
and (5) they enable businesses to acquire and manage data. ‘Then, as 
pointed out by Evert de Boer, the author of this book, the frequent flyer 
loyalty programs (FFPs), developed by airlines, were platform-based busi- 
nesses that provided all five of these capabilities. They certainly created a 
marketplace for a broad spectrum of buyers and sellers and they definitely 
were asset light. As for the last point about data, airlines’ loyalty programs 
not only enabled the acquisition and management of data, but also 
enabled the monetization of data. 
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From a historical point of view, traditional airlines developed loyalty 
programs in the early 1980s to defend their market shares after low-cost 
airlines began to enter the marketplace in different regions of the world. 
In the US, for example, the government regulatory polices changed in the 
late 1970s enabling low-cost airlines, such as PeopleExpress, to enter the 
marketplace. In essence, a combination of two initiatives helped tradi- 
tional airlines to defend their market shares. First was the development of 
yield management, now known as revenue management, and the second 
was the introduction of the loyalty programs, the Frequent Flyer Programs 
(FFPs). However, as also pointed by Evert de Boer, there was a third ini- 
tiative, the development and use of Computer Reservation Systems 
(CRSs) that enabled airlines to keep track of some key elements relating 
to customers’ transactions to facilitate the operations of the FFPs. 

As expected, the loyalty programs have gone through a number of 
transformations to adapt to the changing needs of customers and airlines. 
The first transformation in recent years has been to reward loyalty based 
on revenue provided instead of miles flown. This transformation is in line 
with the pricing framework (a) in which pricing is not necessarily related 
to the distance flown, (2) in which the conversion helped to increase 
profitability, and (3) in which the loyalty program increased loyalty from 
customers that airlines consider to be more important. ‘The second trans- 
formation has been the development of the relationship with credit card 
companies that has generated billions of dollars. The third transforma- 
tion has been the airlines’ offers to use the miles to purchase an incredible 
number of products and services in addition to air travel. The fourth 
transformation has been to change, on an ongoing basis, the value of the 
miles accumulated. In other words, the number of miles required to 
receive a free ticket, for example, has been increasing. 

Going forward, I believe that airlines that have developed truly data- 
driven loyalty programs have the potential to bring about step changes in 
the airline business. First, FFPs can provide 360 degree views of customers 
based on the available data (transactional and behavioral) and customer- 
journey analytics. For example, customers can purchase something other 
than seats. It has been reported that a significant amount of miles (as much 
as 30 percent for some airlines) is used to make purchase of other products 
and services. Second, critical data coming from the FFPs can be used to 
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determine the optimal allocation of the number of redemption seats rather 
than just the number of seats in the distressed category. Think about the 
value of the data coming from partners, not just airlines, but retailers and 
financial institutions. Third, carefully designed loyalty programs can be 
critical not only in retaining customers but also in getting customers to 
book online directly with a big impact on profitability. Just for these three 
reasons alone, the new generation of FFPs can generate so much data that 
airlines need to make a decision on where the power is relating to data (the 
intangible asset), having it, owning it, or sharing it. The key insight from 
consumers is that they are willing to share data with trusted airlines if the 
airlines are willing to develop personalized interactions. 

Back to the question of platforms, although the theory of platforms is 
sound, in the end it is all about execution. Based on the experience of 
successful business that have developed digital platforms, there are four 
critical aspects of the digital environment: developing a digital mindset, 
leveraging digital technologies, identifying and implementing digit strat- 
egies, and creating a digital workplace. Simultaneous focus on all four 
aspects will facilitate the development of a platform-based business in the 
context of a digital environment. Moreover, a loyalty program can be the 
centerpiece of the digital platform if executed in a strategic way. As Evert 
de Boer points out, travel will continue to grow and meaningful loyalty 
programs will continue to attract new travelers and get existing travelers 
to travel more as well as increase profitability on a sustainable basis 
through the development of a competitive advantage. 
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Foreword Il 


It’s been more than 35 years since the first frequent flyer mile was awarded 
and they still capture the imagination of the public. 

But the public aren't the only ones who reap rewards. 

The subject of hundreds of academic articles, white papers and the 
practice of hundreds of businesses around the globe, travel loyalty pro- 
grams remain as relevant as ever but surprisingly ineffective when not 
practiced as both an art and a science. There was a time when the axiom 
of “if you see a good idea, copy it” played well to the marketing practitio- 
ners of the airline business, but these programs also became a victim of 
their own success with hundreds of millions of members around the 
globe in most any language and most any airline with billion upon bil- 
lions of one of the most popular currencies in the world. Somehow sup- 
ply and demand doesn’t explain the function and purpose of ‘loyalty’ in 
the continuing history of these programs who have nurtured their own 
unique definition of “best customer” and “successful business model”. 

In this book Evert de Boer tells the stories that comprise their history, 
relevance, opportunities and challenges among the topics that serve as a 
reference guide for those that want to stand above the ordinary and the 
expected. For the most loyal of members of these programs only one 
brand “wins”, a stark reality to which share of wallet do you own. This 
book researches and presents the nuances and facts of these programs 
which account for 2,260,000 results in a Google search. 
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In retailing differentiation is described as: location, location, and loca- 
tion. In the airline business differentiation is described as price, schedule 
and miles. The problem is that as the industry has matured, price became 
less potent as a competitive advantage because airlines were able to tap 
into ‘big data’ and finely tune pricing to a programmatic state of competi- 
tion. And schedule? “Same Day Service” rings a bell for many. Does any- 
one really think that in the U.S., Southwest Airlines is a low cost carrier 
any longer? But Southwest has parlayed a change in differentiation con- 
siderations and now enjoys one of the most successful frequent flyer pro- 
grams in the world. Case studies of frequent flyer programs is an important 
part of dissecting the differentiation success and failures and many are 
presented in this book, all with an eye toward factualizing what is not 
always known. 

Frequent flyer programs are a mature market and as such, notorious 
for the lack of differentiation between players. Upgrades, awards, person- 
alization or product—picking the correct tipping point to affect behav- 
ioral is part science, part emotion. And in no other publication is the 
reader taken through “the eyes” of all the participants—members, econo- 
mists, programs and the eco-system of partners. 

One of the most debated topics initially of frequent flyer programs was 
despite their ambiguity, doubts and uncertainty—could they be sustain- 
able. Proof is this book 36 years later written in ‘real-time’. But that topic 
then moved to be—could they be a profitable business model? Asked and 
answered all within many of the chapters of this book. 

Every good book has “the chapter”’—the one most often shared and 
bookmarked. This book doesn’t disappoint. The topic of frequent flyer 
programs as a stand-alone business has been one of the most studied and 
discussed topics since 1981. Air Canada began the topic when spinning 
off its loyalty program in 2002 by moving Aeroplan into a separate cor- 
porate entity and went farther in 2005 when it sold a 12.5% stake of 
what is now called Aimia. By March 2007 it sold the remainder of its 
shares in the Aeroplan program and history was made. But the Aeroplan 
story has now come full circle with the announcement that Air Canada 
would reacquire its frequent flyer program. You have my permission to 
skip ahead to this chapter. 

But enough with the past. 
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It is often said that the best indicator of the future is the past. But fre- 
quent flyer programs being the anomaly of purchase behavior can't rely 
on their past as new generations of travelers rely on technologies to help 
make purchase decisions, social channels of influence and of course the 
fickleness of simple greed. Rewards are now measured mile-by-mile 
unlike the history of fixed assets for members of these programs and of 
course the liability of the sponsoring airline. How the future will play out 
is detailed in the considerations of opportunities and challenges of which 
there are many. What is most obvious is that despite being 36 years of 
age, frequent flyer programs may still be figuring out what they want to 
be when they grow up. 

The legacy of frequent flyer programs has a new curator of its history 
and practice and this book will serve well when this history is no longer 
known. I’ve been lucky to have known Evert for nearly 20 years always 
with an eye and ear on his experience with airline loyalty programs. His 
unique view having worked around the world with these programs is 
unparalleled and has served him well in compiling the foremost resource 
available today on the subject. While I suspect that both academics and 
business practitioners will find this book most useful, my guess is that 
many of these programs most loyal members will also find this a wonder- 
ful read in appreciating their “roots”. 

I first started publishing information about the frequent flyer mile in 
1986 and have witnessed most every moment of their climb to become 
one of the world’s most closely held currencies and most emotional rela- 
tionships with a customer. I know first-hand that as a frequent flyer with 
miles—you never fly alone. Thanks Evert for compiling this great story 
and for others reading—you'll never research alone. 


Founder: FlyerTalk, BoardingArea Randy Petersen 
InsideFlyer, Freddie Awards 
Colorado Springs, CO 


(owner of more than 23 million frequent flyer miles) 
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Frequent flyer programs (FFPs) have become an indispensable part of the 
airline industry today. For mature programs, the members can account 
for more than fifty percent of the total passenger revenues. At the same 
time, the FFP itself can be the single largest consumer of seats in the form 
of award tickets. And in some cases, the programs are responsible for 
more than half of the airline’s profits. The performance of the airline is in 
many aspects intrinsically linked to the FFP. The programs operate at the 
crossroads of diverse disciplines, including marketing, customer analyt- 
ics, revenue management, and behavioral economics. The programs 
appeal is built on what many consider to be the ultimate experiential 
award—air travel. But beyond awards, being a member in the FFP has 
also become a cornerstone of today’s airline experience, especially so for 
holders of the elite tier cards—which can help to turn a potentially mun- 
dane experience into a smoother ride through perks offered at virtually 
every stage of the customer journey. Over time, the FFP has managed to 
reinvent itself, sometimes through seismic changes attracting substantial 
attention from the media and members. As the product of two waves of 
deregulation and market liberalization, first in the United States and later 
in the European Union, the frequent flyer program has undergone a 
metamorphosis from gimmicky marketing tool to financial powerhouse. 
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Miles have become ubiquitous in certain markets, propelled by expanding 
partnerships, turning the FFP business into a multi-billion dollar indus- 
try. All these characteristics help to explain the ongoing fascination with 
the programs, resulting in a steady stream of publications debating many 
of the aspects related to FFPs. Academic literature continues to review 
various aspects of the programs, including their effectiveness, ethical 
dimensions, and impacts on airline pricing to name just a few. Business 
publications regularly express their amazement over the size of the pro- 
grams, their financial prowess and ubiquity of miles in certain markets. 

Despite the many publications and the interest in the market, there 
was not a single comprehensive review of the FFPs. Although a lot was 
written, and continues to be written about FFPs, no single source or 
book pulls everything together and provides a much-needed and compre- 
hensive context. A gap exists both in the academic literature as well as the 
business literature as most publications focus on a single topic in the 
frequent flyer program space, instead of providing the full picture. 

Strategy in Airline Loyalty: Frequent Flyer Programs aims to fill that gap. 
It sets out to provide a single point of reference for the key issues relating 
to FFPs. The book is built on a foundation of FFP-related materials that 
I have been collecting since the late 1990s. 

To ensure a review that is both impartial and comprehensive, I have 
made use of numerous sources. All sources used are publicly available 
material, although some may be placed behind a paywall or subscription 
service. Five main categories of sources have been used for the book. 
Firstly, there is a wealth of information that is published by the airlines. 
This includes annual reports, investor relations materials and the like. In 
addition, the book makes use of presentations done at more than fifteen 
airline loyalty conferences starting from 2006. These presentations can 
provide a sometimes rare insight into how the airlines and program opera- 
tors view the program dynamics. For the content of programs (for exam- 
ple earn rules, award grids and elite perks), the book makes extensive use 
of online program materials. What has been helpful as well is that airlines 
are increasingly moving to segment reporting for their FFP, providing 
more detailed and complete information on their programs. In the case of 
publicly-listed FFPs, there is an increasing wealth of information and data 
available as a result of the extensive reporting and disclosure requirements. 
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The second category is business literature. It includes articles published in 
the main stream media but also analyst reports. The third category is the 
body of work produced in scientific research. Academic literature actually 
has been reviewing FFPs almost from day one, and covers a wide range of 
topics. The fourth category is regulatory and government publications. 
Although they are not as voluminous as the previous three, they offer an 
interesting glimpse into how regulators think about the programs. A good 
example of this is the US Department of Transportation Audit Report on 
unfair or deceptive practices in frequent flyer programs published in 2016. 
The last and fifth category is somewhat of a mixed bag: it includes a variety 
of online sources. 

For every identifiable source used, a reference is included in the refer- 
ence list for the reader which can be found at end of each chapter. To 
avoid unnecessary repetition, and other than for the first mention in 
every chapter, the book uses the acronym FFP instead of the wordy fre- 
guent flyer program description. When discussing loyalty currency, the 
book uses miles as the common indicator for program currency (although 
other units like points and kilometers are also widely used in the indus- 
try). Wherever currencies are referenced, the local currency is used instead 
of opting to convert to United States Dollars or any other currency, given 
the possible foreign exchange fluctuations. 

I have made every effort to ensure the accuracy of the data provided, 
but I recognize that inaccuracies may have occurred inadvertently. At 
times, I have found conflicting data points from different sources—where 
possible I have attempted to triangulate the data or otherwise verify them. 
Lastly, the opinions embodied in this work are my own. 


Outline of the Structure of the Book 


Frequent flyer programs cover a lot of ground. Given the inevitable limi- 
tation of the size of the book, a selection was made from the range of 
possible angles and topics, with a view to provide a review which is as 
comprehensive and relevant as possible. Chapter 1 starts with a concise 
overview of the history of the programs and identifies the major develop- 
ments in their development over the last thirty-five years. It also addresses 
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the question why frequent flyer programs continue to be relevant in today’s 
world—both in terms as a loyalty program as well as specifically for airlines. 

A myriad of program types exists today, serving different types of air- 
lines and geographic regions. Chapter 2 dives into the practical matter of 
programs, and seeks to lay a foundation for subsequent chapters. It 
addresses what types of programs exist today, and provides a guide on 
how to classify a program. It also identifies the differences between pro- 
grams across global regions, and examines if programs from low cost car- 
riers (LCCs) are different from their full-service carrier (FSC) counterparts. 
It will also offer a practical overview of the different functions that make 
up a FFP department. 

Chapter 3 outlines the main building blocks that make up a FFP value 
proposition. It explores how and where members can earn miles, qualify 
for a tier, or redeem an award. In addition, it offers an overview of key 
program policies, including the most common expiry policies. It will also 
explore the more extreme member behaviors that can be observed today, 
and addresses the question: are programs steering member behavior, or, 
are members increasingly ‘gaming’ the system? 

Frequent flyer programs, to a certain extent unintentional, are built on 
a number of key principles of economics. Chapter 4 will explore the pro- 
grams through the eyes of an economist. What are the underlying eco- 
nomic principles that support the design and ongoing management of 
these programs? Economic theory, including behavioral economics and 
business economics, will be used to explain the core workings of the 
FFP. At the end of Chap. 4, an overview of FFP accounting will be offered 
as well as some of the anomalous outcomes of airline loyalty strategy. 

Chapter 5 will offer a comprehensive overview of the frequent flyer 
program ecosystem. Besides airlines, who are the other key stakeholders 
that have great vested interests in the programs? A significant part of this 
chapter will be dedicated to program partners, with a particular focus on 
financial services partners, the driving force behind the proliferation of 
the co-branded credit card. An overview of other constituents will be 
provided, including a concise overview of type of relationship that they 
have with the FFP. 

The question whether FFPs are successful continues to receive consider- 
able attention. Chapter 6 sets out to answer the key question: are FFPs 
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effective? This chapter will provide an overview of the main contributors— 
both positive and negative. This chapter in particular will rely heavily on 
the body of work available around FFPs in academic literature. Intrinsically 
linked to the matter of effectiveness, is the question around the moral and 
ethical dimensions of FFPs. Chapter 6 will provide an overview of some of 
the criticisms that have been leveled at FFPs. 

Like any other long-term marketing program, FFPs must evolve and 
respond to changes in the marketing environment. Chapter 7 will review 
what changes are taking place now, and how programs are dealing with 
the new realities. It identifies key current trends and how they influence 
the programs. 

Chapter 8 is dedicated to one particular event which is the formation 
of FFP entities separate from the airline. With an increasing number of 
airlines choosing to separate out the program from the airline, it looks at 
the advantages and disadvantages of the model. In addition, it reviews the 
cases where an outside investor has come on-board as a shareholder in the 
FFP business. ‘The case study of Multiplus is used to illustrate one such 
spinoff event. 

Chapter 9 looks at the future of FFPs. What opportunities remain 
untapped for the program operators? It also identifies the challenges that 
FFPs will face in the short and medium term. 

Chapter 10 provides the final concluding remarks and aims to connect 
the dots between the various topics addressed in earlier chapters. Although 
some conclusions are presented in preceding chapters, Chap. 10 offers a 
comprehensive overview. As the book can address many but not all issues, 
Chap. 10 also provides an overview of the questions that remain at this 
point. 

At the end of the book, you can find a list of definitions of the terms 
used in the book. 


Singapore, Singapore Evert R. de Boer 
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Introduction 


More than thirty-five years after their inception, frequent flyer programs 
(FFPs) still capture the imagination of customers and industry practitio- 
ners. Many industry observers considered FFPs a bit of a gimmick origi- 
nally, but they turned out to be one of the most successful marketing 
programs of the airline industry over time. Programs not only continue 
to grow (in most markets) and evolve, but they also play an increasingly 
important financial role for airlines. For North American airlines, the 
loyalty contribution (revenue attributable to members of that airline’s 
loyalty program) can easily reach more than 50 percent. This chapter 
provides a comprehensive overview of the history of FFPs, and will 
address the question why FFPs are still relevant in today’s world. 


History of Frequent Flyer Programs 


When President Carter signed the Airline Deregulation Act on October 
24, 1978, it paved the way for significant growth, and, much stronger 
competition. In May 1981, American Airlines launched the AAdvantage 
program.' The original idea to create a FFP came from someone out- 


side the airline industry. Bill Bernbach, CEO of Doyle Dane Bernbach 


© The Author(s) 2018 1 
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(DDB), an advertising agency at the time for American Airlines, is 
credited with coming up with the original idea (Petersen 2001). The 
original idea was quite simple: reward high-frequency customers with 
a free ticket once they reached a certain threshold. ‘The idea itself was 
not entirely new, for example the United Airlines’ Executive Air Travel 
program and American Airlines’ American Traveler served a similar 
purpose. Historically, FFPs can also be traced back to Southwest 
Airlines’ 1970s scheme of giving ‘sweetheart stamps for bookings, 
which would allow the business traveler to collect benefits in order to 
take a partner on a free flight (Gilbert 1996). The concept of “reward- 
ing” customers for their loyalty was an adaptation of a system that had 
already been used by the hotel industry during the 1970s (Mason and 
Barker 1996). But two major changes in the regulatory and techno- 
logical environment around 1978 essentially created a new and condu- 
cive environment for FFPs. The first change was the deregulation of 
the US air transport passenger market. Until that point in time, air- 
fares (but also routes, and market entry by a new airline) were set cen- 
trally by the Civil Aeronautics Board which had done so since 1938. 
The second change was very much linked to the first change. With the 
increase in competition, and the newly gained ability to set their own 
fares, airlines became increasingly reliant on advanced reservation sys- 
tems. Newer, more sophisticated systems effectively allowed the air- 
lines to track passenger transactional behavior and run the first frequent 
flyer programs. The computer reservation system allowed American 
Airlines to compile a database of its “frequent flyers” and awarded 
them bonuses—including free round-trip tickets and free upgrades 
from economy to first class—for flying a minimum number of miles 
per year (Lederman 2007). Within two months of American Airlines 
announcing their program, Braniff, United Airlines, Continental and 
TWA had all declared their offerings. Continental’s “Flightbank 
Program” was seen as being critically important to the future develop- 
ment of FFPs by their inclusion of bonus points for travel booked with 
a Carte Blanche credit card (Mason and Barker 1996). 

When FFPs were first introduced in 1981, many observers both in- 
and outside the industry considered the programs to be a marketing 
“gimmick”, and only of limited strategic importance. But, by 1986 it had 
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become apparent that the FFP was an important key to the competitive 
viability of an airline (Levine 1986). By the end of 1986, 24 out of 27 US 
carriers had devised similar programs (Gilbert 1996). It turned out to be 
the biggest and most successful innovative marketing program in the his- 
tory of the airline industry (Browne et al. 1995). 


Overview of Key Events 


Since their inception in 1981, programs have continued to evolve. 
Arguably the most critical changes were introduced relatively early in the 
life of FFPs: elite tiers, partnerships (both in 1982) and co-branded 
credit cards (in 1986). The list below outlines notable events in the his- 
tory of FFPs. 


1980. Western Airlines introduces a USD 50 discount voucher for pas- 
sengers who had completed five flights on its program sowing 
the seeds for a later frequency marketing programs. 

1981. American Airlines, United Airlines and Delta Air Lines launch 
their respective FFPs. 

1982. American Airlines introduces a Gold tier to the AAdvantage pro- 
gram. ‘The tier is designed as an incentive for frequent travelers 
to consolidate their spend with American Airlines. 

American Airlines enters into marketing partnerships with Hertz 
(car rental) and Holland America Cruises. 

American Airlines enters into a partnership agreement with 
British Airways. 

1983. Holiday Inn launches the first hotel loyalty program. 

Japan Airlines launches its first frequent flyer program for the 
US market only, called JAL Mileage Bank. 

Braniffs Metroplex program is discontinued within twelve 
months after being launched. 

Marriott launches the Honored Guest Awards program. 

Alaska Airlines launches the Gold Coast Travel program. 

1984. Aeroplan begins as a promotional tool for Air Canada’s business 
travelers. 


1985. 


1986. 


1287; 


1988. 


1989. 
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Korean Air launches the precursor of SKYPASS as a VIP card for 
domestic frequent flyers. 

Pan Am admits to losing USD 50 million during the second 
quarter as a result of a very generous redemption promotion.’ 
Diners Club introduces the first credit card affliated with a loy- 
alty program. The program is called Club Rewards. 

The British Airways Executive Club is launched. 

The AAdvantage program introduces the first charity partner. 
The first US FFP alliance (Pan Am WorldPass with American 
Airlines AAdvantage) is launched. 

Northwest Airlines launches the WorldPerks program. 
Continental Airlines and the Bank of Marine Midland launch 
the world’s first co-branded credit card program. 

Hilton launches the Honors program. 

Hyatt launches the Gold Passport program. 

National Car Rental launches the first car rental program, called 
Emerald Club. 

Holiday Inn launches the first hotel loyalty program afhnity 
credit card. 

Southwest Airlines launches the Company Club, a frequent flyer 
program based on segments flown instead of miles flown. 
Ryanair launches its Ryanair Club which will only last for a 
year.” 

United Airlines introduces saver awards: restricted award tickets 
priced at half the number of miles required compared to unre- 
stricted awards. American Airlines also introduces capacity con- 
trols to awards. 

The Annual Freddie Awards are introduced—recognizing the 
world’s “best of” airline and hotel loyalty programs determined 
by votes from frequent flyers and hotel patrons. The Awards are 
named after Sir Freddie Laker who pioneered low cost travel 
across the Atlantic in the 1970s. 

Northwest Airlines introduces the first telecommunications 
partnership with MCI. 

United Airlines introduces the first miles expiry policy. 


1990. 


IIE 


1922: 


1993. 


1994. 


1995. 
1996; 
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Alaska Airlines renames its Gold Coast Travel program Mileage 
Plan. 

Air Canada’s Aeroplan program debuts the miles for purchase 
feature, offering members the possibility of buying miles to top 
up their miles balance. 

The first hotel to FFP conversion is launched by the Westin 
Premier loyalty program. 

First major bankruptcy (Midway Airlines) causes 700,000 mem- 
bers to lose their rewards. 

American Express launches Membership Miles, the precursor to 
Membership Rewards. 

KLM Royal Dutch Airlines launches the Flying Dutchman 
program. 

Scandinavian Airlines launches the EuroBonus program. 
Austrian Airlines, Crossair and Swissair launch the Qualiflyer 
program. 

United Airlines introduces the first fee: USD 25 for making 
changes to award reservations. 

The third and final package of European Union air travel liberal- 
ization is launched, allowing EU member state airlines free access 
to the EU market, acting as a catalyst for programs to be 
launched. 

Lufthansas Miles & More program is launched. 

Cathay Pacific, Malaysia Airlines and Singapore Airlines jointly 
launch the Passages program—the program is run by a company 
called Asian Frequent Flyer. 

Japan Airlines launches JAL Sky Plus program for the Japanese 
market. 

Gulf Air launches the first fully fledged program in the Middle 
East called the Falcon program. 

Air China launches the first FFP in China, named PhoenixMiles. 
Delta Air Lines renames its Frequent Flyer program to SkyMiles. 
Japan Airlines renames its program JAL Mileage Bank. 

Alaska Airlines ends its mileage expiry policy. 

Southwest Airlines changes the name of its program from the 


Company Club to Rapid Rewards. 


lee 


1998. 


1399. 


2000. 


2001. 


2002. 


2003. 


2004. 
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Given the inherent tensions of running a single program amongst 
three non-aligned airlines, Cathay Pacific, Malaysia Airlines and 
Singapore Airlines decide to launch their own programs, and 
Asia Miles, Enrich and KrisFlyer respectively replace Passages. 
Scandinavian Airlines, Thai Airways International, Air Canada, 
Lufthansa, and United Airlines launch Star Alliance—the first 
global alliance. 

The US government introduces a 7.5 percent excise tax on sale 
of miles. 

Virgin Atlantic rebrands the FreeWay program as Flying Club. 
Editor Randy Petersen founds Flyertalk, an online forum where 
visitors discuss their experience with programs—and how to 
optimize the benefit from them. 

American Airlines introduces mortgage providers as partners for 
the AAdvantage program. 

Flyertalk wins an Industry Impact Award at the Annual Freddie 
Awards. 

Turkish Airlines decides to leave the Qualiflyer FFP alliance and 
launches the Miles & Smiles program. 

Frontier Airlines introduces its own program called 
EarlyReturns—members now have a choice between Continental 
OnePass miles or EarlyReturns miles for flying on Frontier 
Airlines. Air Canada established Aeroplan Limited Partnership 
as a limited partnership wholly-owned by Air Canada. 

The Internal Revenue Service (IRS) issues a formal policy clarify- 
ing that frequent flyer miles earned from business travel will not 
be subject to income tax. 

Following the demise of Swissair in 2001, the Qualiflyer FFP is 
dissolved, and the individual airlines launch proprietary pro- 
grams, including the SWISS Travelclub. 

Air Canada’s Aeroplan introduces an à la carte tier benefits menu, 
allowing elite members to select their own combination of 
benefits. 

Air New Zealand, as the first major airline, adopts a value-based 
structure for its Airpoints FFP. 


2005. 


2006. 


2007. 


2008. 
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Jet Airways introduces an elite qualification scheme based on a 
rolling evaluation period instead of a fixed calendar year or 
12 month interval. 

The Economist suggests that the total stock of unredeemed fre- 
quent flyer miles is worth more than all the dollar bills in circula- 
tion around the globe (In Terminal Decline? 2005). Air Canada 
Enterprises (ACE) commences the sale of the Aeroplan program 
through an equity carve-out in the form of an initial public 
offering (IPO) on the Toronto Stock Exchange, selling 12.5 per- 
cent raising CAD 250 million. 

Following the merger between Air France and KLM Royal 
Dutch Airlines, the Fréquence Plus and Flying Dutchman pro- 
grams are relaunched as Flying Blue. 

Virgin Blue (now Virgin Australia) launches the Velocity 
program. 

Etihad Airways launches the Etihad Guest program, which 
introduces the slider functionality, allowing members to mix 
cash and miles freely for awards. 

Virgin America launches the Elevate program which offers 
revenue-based accrual. Qantas Frequent Flyer is established as a 
separate business, and introduces a new award chart allowing 
members access to every seat at flexible pricing. 

Aeroplan launches the loyalty industry’s first carbon offset pro- 
gram that allows members to offset their flight awards or their 
everyday carbon emissions using Aeroplan Miles. 

Alaska Airlines introduces standard one-way awards for 12,500 
miles for travel instead of the standard 25,000 miles roundtrip 
award. 

Lufthansa introduces an option to pay for airport taxes and sur- 
charges using miles instead of cash. 

A new accounting standard for loyalty programs (IFRIC 13 
Customer Loyalty Programs) comes into effect after being intro- 
duced in 2007. 

Carrying a hand-held laptop on all aircraft containing relevant 
data for frequent flyers boarded, Emirates crew can now validate 
and issue upgrades on-board (subject to meal loading). 


2009. 


2010. 


2011. 


2012; 


2013. 


2014. 


2015. 
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JetBlue announces major changes to its TrueBlue program, shift- 
ing from points awarded based on the length ofa flight, to points 
awarded based on dollar amount spent, booking channel and 
type of payment card. 

WestJet launches its WestJet dollars program in Canada. 

Aimia acquires a minority stake in Club Premier of Aeromexico. 
TAM’s Multiplus program performs an IPO on the Sao Paulo 
Stock Exchange. 

Delta Air Lines eliminates the SkyMiles mileage expiration 
policy. 

Southwest Airlines relaunches the Rapid Rewards program on a 
revenue-based model. 

Etihad Airways purchases 70 percent of Airberlins topbonus 
program at an enterprise value of ca. EUR 200 million. 

Etihad Airways purchases 50.1 percent of Jet Privilege Private 
Limited for USD 150 million. 

Smiles, the FFP of GOL, performs an IPO on the Sao Paolo 
Stock Exchange. 

Norway’s government repeals its ban on frequent flyer program 
points following SAS fighting for the ban to be abolished. 
Etihad Airways invests EUR 112.5 million to acquire a 75 
percent interest in Alitalia Loyalty Spa, which operates the 
MilleMiglia program. 

Affinity Equity Partners, a private equity firm, purchases 35 per- 
cent of the Velocity frequent flyer program, valuing the program 
at an enterprise value of AUD 960 million. 

Aimia acquires a minority stake in the AirAsia BIG program. 

In September, Miles & More becomes a separate company 
(Miles & More GmbH), and a 100 percent subsidiary of 
Deutsche Lufthansa AG. 

Delta Air Lines introduces revenue-based accrual—members 
will earn five to eleven miles for every dollar they spend, depend- 
ing on their elite status level. 

Avianca sells 30 percent of its LifeMiles program to Advent 
International, a private equity firm, and receives USD 343.7 
million. 


2016. 


2017. 
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EasyJet launches the Flight Club, focusing on repeat customers 


who travel more than twenty times per year with EasyJet, open 


by invitation only. 


Ryanair launches My Ryanair Club announcing it provides one 
free return flight when members book twelve flights in a year. 


Affinity Capital Exchange signs a five-year partnership agree- 
ment with NASDAQ to build a customized trading platform 


enabling the trading of Points-Backed Securities. 


Air Canada announces the intent to launch its own FFP in 2020, 


replacing Aeroplan. 


Table 1.1 provides an overview of the historical launch dates for the 
programs of airlines that were included in the top fifty as compiled by 
FlightGlobal’s World Airline Ranking 2016 based on their 2015 reve- 
nues. As the list shows, the start of the programs in the US is followed by 


a steady roll-out to other regions, with a particular surge of programs in 


continental Europe during the early 1990s following the EU market lib- 


eralization. The list shows the names of the programs today, which in 


Table 1.1. Chronological launch dates of frequent flyer programs 
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Airline 

American Airlines 
Delta Air Lines 
United Continental 
Alaska Air Group 
Air Canada 

LAN 

Korean Air 

British Airways 
Southwest Airlines 
Qantas Group 
Ryanair? 

Asiana Airlines 
China Airlines 
Virgin Atlantic 
Iberia 

Air New Zealand Group 
Grupo Aeromexico 


Name of FFP as of 2017 


AAdvantage 
SkyMiles 
MileagePlus 
Mileage Plan 
Aeroplan 
LATAM Pass 
SKYPASS 
Executive Club 
Rapid Rewards 
Qantas Frequent Flyer 
My Ryanair Club 
Asiana Club 
Dynasty Flyer 
Flying Club 
Iberia Plus 
Airpoints 

Club Premier 


Year launched 


1981 
1981 
1981 
1983 
1983 
1984 
1984 
1985 
1987 
1987 
1988 
1989 
1989 
1990 
1991 
1991 
1991 
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Table 1.1 (continued) 


18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 
34 
35 
36 
37 
38 
39 
40 
41 
42 
43 
44 
45 
46 
47 
48 
49 
50 


Airline 

Air France 

SAS Group 

Avianca 

Alitalia 

KLM Royal Dutch Airlines 
Lufthansa Group 
Japan Airlines 

TAM 

Thai Airways International 
EVA Air 

Air China 

Jet Airways 

Air India 

GOL (VARIG) 

Saudia 

ANA Group 

Qatar Airways Group 
China Southern Airlines 
China Eastern Airlines 
Cathay Pacific Group’ 
Singapore Airlines’? 
Malaysia Airlines? 
Aeroflot 

Hainan Airlines Group 
Garuda Indonesia 
Emirates Group 
Turkish Airlines‘ 
JetBlue Airways 
Airberlin 

Etihad Airways 

Virgin Australia 
WestJet 

EasyJet 


Name of FFP as of 2017 


Flying Blue 
EuroBonus 
LifeMiles 
Millemiglia 

Flying Blue 

Miles & More 

JAL Mileage Bank 
LATAM Fidelidade 
Royal Orchid Plus 
Infinity MileageLands 
Phoenix Miles 
JetPrivilege 

Flying Returns 
Smiles 

Alfursan 

ANA Mileage Club 
Privilege Club 

Sky Pearl Club 
Eastern Miles 
Asia Miles 
KrisFlyer 

Enrich 

Aeroflot Bonus 
Fortune Wings Club 
GarudaMiles 
Skywards 

Miles & Smiles 
TrueBlue 
Topbonus 

Etihad Guest 
Velocity 

WestJet Rewards 
Flight Club 


Year launched 


1992 
1992 
1992 
1992 
1992 
1993 
1993 
1993 
1993 
1993 
1994 
1994 
1994 
1994 
1995 
1997 
1997 
1998 
1998 
1998 
1998 
1998 
1999 
1999 
1999 
2000 
2000 
2002 
2004 
2006 
2006 
2010 
2015 


Chronological launch date of the FFP for airlines included in top 50 airline 
groups listed by 2015 revenues according to FlightGlobal’s World Airline Ranking 
2016. Fedex, Skywest, Thompson, and UPS were removed from the top 50 list as 
they do not offer a FFP 
“The program was canceled the next year and only relaunched in 2016 (History 
of Ryanair n.d.) 
>In 1993, Cathay Pacific, Malaysia Airlines and Singapore Airlines had launched 


the joint Passages program which was subsequently dissolved 


‘Previously, Turkish Airlines had participated in the Qualiflyer FFP, which it left in 


2000 


Relevancy of Frequent Flyer Programs Today 11 


some cases is different from the original name at the time of launch. 
Re-branding of the programs can occur for a variety of reason. Some 
programs have merged as a result of airline mergers, including the pro- 
grams of Air France and KLM Royal Dutch Airlines (now operating as a 
single program under the Flying Blue brand), as well as the Avianca Plus 
program which merged with the TACA Distancia program in 2011 to 
form LifeMiles following the merger between TACA and Avianca. The 
Distancia program itself started in 1997 with the merger of all the Pass 
programs: Taca Pass, Lacsa Pass, Aviateca Pass, and COPA Pass. For 
Cathay Pacific, Malaysia Airlines and Singapore Airlines it is relevant to 
note that the three carriers had originally run a joint frequent flyer pro- 
gram, called Passages. The self-proclaimed “Rolls Royce of frequent flyer 
schemes” debuted in 1993, but was replaced by individual programs in 
1997. Similarly, Turkish Airlines participated in the now defunct 
Qualiflyer FFP alliance, before launching its proprietary Miles & Smiles 
program in 2000 (apparently after facing some objections in Germany 
over its originally envisioned name, Miles & Miles). Another interesting 
case is the Smiles program which was launched in 1994 by Varig, long 
before its current partial owner and anchor partner Gol Linhas Aéreas 
Inteligentes started commercial operations (namely in January 2001). 
The Smiles program was acquired by Gol in 2007 together with other 
assets of the Varig business (Varig was suspended from the Star Alliance 
on January 31st 2007 for failing to fulfill its membership requirements). 
Some airlines chose to programs in a particular market first, sometimes 
outside their home market, for competitive reasons. 


Relevancy of Frequent Flyer Programs Today 


Thirty-five years into the life of FFPs, one may wonder: are these pro- 
grams still relevant? Or is the consumer overwhelmed by an increasing 
array of marketing messages and ever more complex loyalty programs? 
And do airlines still place value on the programs, or have they become an 
expensive tablestake offering? 

Starting with members, it is true that in some markets at least, there 
appears to be some form of saturation taking place. In general, loyalty 
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program memberships in mature markets have reached a state of matu- 
rity (Capizzi and Ferguson 2005). According to the 2015 Loyalty Census 
by Colloquy (a US loyalty marketing company), households in the US 
are enrolled in an average of 29 loyalty programs in 2014. However, at 
the same time, they were only active in less than half of those programs 
(12 to be precise). Memberships in US-based FFPs dropped by 4 percent 
to 355.9 million members (Berry 2015) marking the first time in history 
that total size did not increase. 

But, the saturation in the US market seems to be the exception to the 
rule. Other markets around the world continue to witness growth at 
impressive rates. EuroBonus for example, the FFP of legacy carrier 
Scandinavian Airlines, reported a 14 percent growth in the number of 
members in 2015 and a similar increase in the number of award travelers 
(Jansson 2016). Avios, the loyalty currency and shared program of the 
International Airlines Group, grew its customer base by 1.2 million in 
2015 alone which represents an 18 percent growth (International 
Airlines Group 2016). Etihad Guest reported in 2012 that membership 
redemptions rose by 25 percent, with flight redemptions up 26 percent 
and product redemptions 22 percent higher than 2011 (De Bodt 2013). 
The Qantas Frequent Flyer program doubled in size from 5.3 million 
members in 2008, to over 10.7 million members in 2015 (Grant 2015). 
And in Brazil, the Multiplus program grew at a compound annual 
growth rate of 15.9 percent over the period from 2010 to 2016, increas- 
ing the membership base from 6.9 to 15.6 million members (Multiplus 
2016). The Norwegian Reward program added more than a million 
members from April 2016 to the end of the same year—which is the 
equivalent of more than 4000 members per day (Norwegian 2016). The 
Sky Pearl Club of China Southern Airlines grew 19.9 percent in 2016 to 
more than 30 million members (China Southern Airlines 2016). 
Revenues from partners associated with the Aeroflot Bonus program 
grew 33.7 percent year-on-year, from RUB 7685 million in 2014 to 
RUB 10,275 million in 2015 (Aeroflot 2015). The strong growth in the 
programs is a testament to the ongoing interest in, and traction of, the 
programs (Fig. 1.1). 

American Airlines issued approximately 315 billion miles in 2015. 
That is the equivalent of close to 36 million miles every hour, every day. 
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Members (million) 





1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 


Fig. 1.1 Lufthansa Miles & More membership growth 1993-2004 (Pauly 2005) 


Large numbers indeed. Equally staggering is the data point that thirty-five 
percent of all credit card spending in Australia, equating to an astounding 
AUD 100 billion per year, is on a credit card that earns Qantas Frequent 
Flyer points (Freed 2015). Table 1.2 shows the reported membership 
numbers for the top fifty airlines measured by their 2015 revenues. 
A number of airlines do not disclose the number of members in their 
FFP, assumedly for competitive reasons. ‘The vast majority however does 
disclose the membership size. In some cases, the global alliance discloses 
information about the individual members’ program (see for example: 
oneworld 2017). 

And while total membership numbers are a good indication, they 
don’t tell the whole story. Many programs do not disclose the level of 
activity within a FFP. So for example, a 90-million-member program 
could in reality only have a fraction of that as active members. Various 
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Table 1.2 Membership size of frequent flyer programs—ranked by size of airline 
revenues 


=) 


11 
12 


13 
14 
15 
16 
17 
18 
19 
20 
21 


22 
23 


24 
25 
26 
27 


Airline 
American Airlines 
Delta Air Lines 
United 
Continental 
Lufthansa Group 
Air France-KLM 
Group 
Emirates Group 
IAG (British 
Airways) 
IAG (Iberia) 


Southwest Airlines 


China Southern 
Airlines 

Air China 

China Eastern 
Airlines 

ANA Group 


Cathay Pacific 
Group 
Qantas Group 


Japan Airlines 


Singapore Airlines 


Turkish Airlines 
Air Canada 
LATAM Airlines 
Group 
LATAM Airlines 
Group 
Korean Air 
Qatar Airways 
Group 
Etihad Airways 
EasyJet 
Ryanair 
Aeroflot 


Name of FFP 


AAdvantage 
SkyMiles 
MileagePlus 


Miles & More 
Flying Blue 


Skywards 
Executive Club 


Iberia Plus 
Rapid Rewards 
Sky Pearl Club 


Phoenix Miles 
Eastern Miles 


ANA Mileage 
Club 
Asia Miles 


Qantas Frequent 
Flyer 

JAL Mileage 
Bank 

KrisFlyer 

Miles & Smiles 

Aeroplan 

LATAM 
Fidelidade 

LATAM PASS 


SKYPASS 
Privilege Club 


Etihad Guest 
Flight Club 

My Ryanair Club 
Aeroflot Bonus 


Size As of 

(million) (year) Source 

100 2016 oneworld fact sheet 
90 2014 SkyTeam fact sheet 
85 2012 Saranathan (2012) 
29 2016 FFP fact sheet 

27 2016 Annual report 

16 2016 Press release 

7 2016 oneworld fact sheet 
6 2016 oneworld fact sheet 


Does not disclose membership size 


30.1 2016 Annual report 

43 2016 Annual report 

29.2 2016 Annual report 

20.5 2010 Bloomberg report 

9 2017 Press release 

11.6 2017 Investor 
presentation 

31 2016 Press release 


Does not disclose membership size 


7 2017 Saricam (2017) 

5 2017 FFP fact sheet 

13.23 2016 Annual report 

13 2016 Annual report 

20.5 2014 SkyTeam fact sheet 
2.2 2016 oneworld fact sheet 
5 2017 Press release 

Does not disclose membership size? 
11 2016 Press release 

5.1 2015 Annual report 
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28 
29 
30 


31 


32 


33 
34 
35 
36 
37 
38 
39 
40 
41 


42 
43 


44 
45 
46 
47 
48 
49 


50 


Airline 

JetBlue Airways 

Saudia 

Hainan Airlines 
Group 

Thai Airways 
International 

Alaska Air Group 


Asiana Airlines 

SAS Group 

Airberlin 

Avianca Holdings 

Virgin Atlantic 

China Airlines 

Virgin Australia 

Garuda Indonesia 

Air New Zealand 
Group 

Alitalia 

EVA Air 


Malaysia Airlines 
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Name of FFP 


TrueBlue 

Alfursan 

Fortune Wings 
Club 

Royal Orchid Plus 


Mileage Plan 


Asiana Club 
EuroBonus 
Topbonus 
LifeMiles 
Flying Club 
Dynasty Flyer 
Velocity 
GarudaMiles 
Airpoints 


Millemiglia 
Infinity 

MileageLands 
Enrich 


Jet Airways JetPrivilege 
Air India Flying Returns 
WestJet WestJet Rewards 
Grupo Aeromexico Club Premier 
GOL Transport Smiles 

Aereas 
TAP Portugal Club Victoria 


Size As of 

(million) (year) Source 

12 n.d.© Investor fact sheet 

2.9 2014 SkyTeam fact sheet 

10 2011 Press release 

3 2016 Airline website 

3 2013 Investor day 
transcript 

20 2017 Press release 

4.8 2017 Press release 

4 2016 oneworld fact sheet 

7 2016 FFP press release 

1.5 2011 Webflyer.com 

2.22 2014 SkyTeam fact sheet 

7 2017 Press release 

1 2014 SkyTeam fact sheet 

2.5 2017 Investor day 
presentation 

5 2017 Corporate website 


Does not disclose membership size 


2.3 2016 oneworld fact sheet 
5 2016 Etihad press release 
1.56 2014 Annual report 

Does not disclose membership size 


4.8 2016 Annual report 
11.7 2016 FFP data sheet 
2 2016 Press release 


Approximate FFP size for the top 50 airlines based on their 2015 revenues 
(source: FlightGlobal’s World Airline Ranking 2016). Fedex, Skywest, Thompson, 
and UPS were removed from the top 50 list as they do not offer a FFP 

aThere are 17.1 million Multiplus members (1Q 2017 Earning Release) 

bEasyJet’s Flight Club is by accessible by invitation only 

‘n.d. = not dated 


definitions of an active member are used—the most prevalent defini- 


tion used is a member who made at least one earn or burn activity in 


12 months. Airlines typically do not disclose activity rates, again for 


competitive reasons. But based on the information that is publicly 
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available, the typical level would be between 30 percent and 40 per- 
cent. Grant (2015) reported that 52 percent of the Qantas Frequent 
Flyer members interacted with the program each month—however no 
further definition is provided. Austrian Airlines reported in 2009 that 
36 percent of all its Austria-based Miles & More members collected 
status miles in the previous 12 months. For Senator and HON Circle 
tier members (representing the highest tier levels) the activity rates 
were of course much higher, at 97 percent and 99 percent respectively 
(Bierwirth 2009), which is not surprising given the high level of engage- 
ment from tier members. 

Therefore, rather than looking at their size in terms of membership 
numbers, the relevancy of programs today is best measured by three key 
indicators: share of award travel out of the total revenue seat production, 
revenue penetration by members of the FFP, and the financial contribu- 
tion of the FFP. ‘The issue of program effectiveness is a different question 


and will be addressed extensively in Chap. 6. 


FFP Awards as a Share of Total Revenue 
Passenger Miles 


In many cases, the FFP is the single, largest consumer of seats. Most of the 
data available for this metric is limited to US carriers, as carriers outside 
the US typically do not report this number. In 2015 MileagePlus awards 
represented 7.5 percent of United Airlines’ total revenue passenger miles. 
In other words, on a 300-seat plane, an average of twenty passengers is 
traveling on award tickets. In absolute terms, United Airlines issued 
approximately 5.0 million and 4.8 million MileagePlus flight awards in 
2015 and 2014, respectively (United Continental Holdings 2016). 
Similarly, the AAdvantage program consumed 6.5 percent of American 
Airlines’ total mainline and regional RPMs in 2015 (American Airlines 
2016), which was the equivalent of 8.3 million one-way award redemp- 
tions. For Southwest Airlines, the number was even higher. In 2016, 
approximately 8.3 million flight awards were redeemed on Southwest, 
accounting for approximately 12.7 percent of revenue passenger miles 
flown (Southwest 2017). Although the percentage will be lower for other 
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Table 1.3 Award travel as a percentage of total revenue passenger miles for 
selected US airlines 


Airline Percentage of award travel out of total RPM (%) 
American Airlines 6.3 2016 
Delta Air Lines 7.9 2016 
JetBlue 4.0 2015 
Southwest 12.7 2016 
United Airlines 7.7 2016 


Source: Airline annual reports 


airlines with smaller or less developed programs, it is likely to still be sig- 
nificant. Lower distribution cost, the ability to apply opaque pricing, and 
better control over availability associated with award inventory make this 
channel relatively attractive compared to some other channels of distribu- 


tion for the airline (Table 1.3). 


Revenue Penetration 


Another metric to gage the relevancy of the FFP is by measuring the 
share of passenger revenues that is attributable to members of the FFP. 
It is an important metric for the airline for a number of reasons. Firstly, 
selling inventory to members of the particular program instead of 
anonymous customers offers the airline the possibility to better track and 
understand its customers’ behaviors. More developed airlines can apply 
those insights for a variety of purposes including pricing and revenue 
management. Secondly, the pool of frequent flyers tends to present a 
more stable and less price sensitive group of customers compared to the 
general public. During economic downturns, the members of the FFP 
tend be more resilient. For North American and European airlines, it is 
estimated that between 40 percent and 60 percent is generated by mem- 
bers of the proprietary FFP. Approximately 45 percent of SAS’ 2015 pas- 
senger revenues for example is generated by members of its EuroBonus 
program (Jansson 2016). About 60 percent of EuroBonus members 
travel for business (Scandinavian Airlines 2016) which is another indica- 
tor of the type of quality of the members. LAN PASS (now called 
LATAM PASS) reached a 46 percent penetration level for LAN Airlines 
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(Mendoza Corominas 2011). In the case of IAG, 40 percent of revenues 
are generated by members of the FFP (Swafheld 2011). According to Air 
France-KLM, 55 percent of revenue is realized with loyalty program 
customers—this includes members of the Flying Blue program, as well 
as those whose companies have a corporate contract with the Air France- 
KLM Group (Air France-KLM 2016). Percentages are lower for FFPs in 
other geographical areas. Air China, for example, was at approximately 
25 percent in 2013 (it reported that the revenue contributed from fre- 
quent flyers amounted to RMB 9.26 billion whereas the total air pas- 
senger revenue was RMB 40.7 billion for the corresponding 6-month 
period) (Air China 2013). But by 2016 the percentage of income con- 
tributed by members had grown to 39.3 percent (Air China 2016), very 
similar to that of China Southern Airlines that reported that 40 percent 
of revenues was contributed by its frequent flyers (China Southern 
Airlines 2016). Many airlines track the penetration of sales (also known 
as loyalty contribution) as a key performance indicator. Various factors 
will influence the natural ceiling for FFP penetration, including the type 
of network but also the attractiveness of the program. Airlines that oper- 
ate out of a small home market, serving an audience of travelers with a 
strong focus on connecting traffic, may be at a disadvantage versus pro- 
grams that can rely on a large home market. 


Financial Contribution 


FFPs deliver consistent and strong cash flows to the airline through the 
sale of miles to partners (Chap. 6 offers a comprehensive overview of the 
accounting policies affecting loyalty programs). Depending on the size of 
the airline and the maturity of the program, the contributions of the FFP 
can be material by any standard. In some cases, the FFP acted as a lifeline 
during particularly challenging times. Especially for the US majors, many 
co-branded credit card partners have provided some form of interim 
financing to the airline in a bid to secure the survival of the airline and 
therefore the lucrative credit card partnership. Delta Air Lines for exam- 
ple, received a prepayment of USD 500 million from American Express 
for SkyMiles points in 2004. At the time, Delta Air Lines was fighting to 
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avoid having to file for bankruptcy protection (Perez 2004). In 2009, 
American Airlines reached an agreement with Citigroup, the airline’s co- 
brand credit card partner, on the advanced sale of miles, totaling USD 
1 billion (Baer 2009). In addition, loyalty tends to be less cyclical than 
airline revenues and as such can provide a hedge against more volatile 
flown passenger revenues (Swafheld 2010). But it is not only in bad times 
when the FFP can play a significant role in the performance of the airline. 
The cash proceeds from the sale of miles to partners can flow billions of 
dollars into the airline’s coffers. 


The Unique Position of the FFP 


The early start of the FFPs gave the airlines unknowingly a first-mover 
advantage versus other mass market loyalty programs. Many features 
found today across loyalty programs can be traced back to the FFP. In 
addition, more so than in other industries, airlines rely on their loyalty 
program to shore up their financial performance, making it more central 
to the success of the company, rather than a peripheral initiative. But 
whilst these factors should be taken into account in understanding the 
reasons for the success of the FFPs, there are two very specific attributes of 
the FFP to help to explain why they became arguably the most successful 
airline marketing programs ever. The combination of highly aspirational 
awards (representing high perceived value) with an actual low actual cost 
of awards turned out to be a winning proposition. Few industries find 
themselves in that same sweet spot of high perceived value of the award, in 
combination of low cost to deliver that same award. And whilst the hospi- 
tality and car rental industries do offer some of the same dynamics, specifi- 
cally in terms of the perishable nature of the product, they were not quite 
able to capture the imagination of the member like a free flight does. 
Much of the success comes down to the appeal of free (air) travel, a 
highly aspirational award. ‘Travel as an award category remains a very 
attractive proposition. Other loyalty programs may have access to travel 
redemptions as well (they can buy tickets directly from the airline), but 
they won't enjoy the same level of discount as the airlines were able to 
afford themselves. As a result, they cannot offer the same level of value to 
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the customer. No other loyalty program can offer a round-trip trans- 
Atlantic business class award at a level even close to the airlines if it was 
to procure the ticket on the open market. Even compared to what is argu- 
ably its closed match, hotel loyalty programs, it seems like FFPs have the 
upper hand. Compared to hotel loyalty programs, FFPs not only man- 
aged to acquire more members, but also realized greater penetration of 
key customer segments such as business travelers and high-income, high 
frequency travelers (Dekay et al. 2009). 

For an important sub-segment of the membership base, the attractive- 
ness of the FFP was further enhanced by the fact that the earning part of 
the equation was financed by the employer in the form of company travel. 


Hotels Programs Versus Airline Loyalty Programs 


Arguably, the closest equivalent of the FFP is the hotel loyalty program. Like 
its distant cousin, hotel loyalty programs provide travel awards, combining 
high perceived value with a potentially low true cost. They also offer expan- 
sive elite tiers, with rich benefits attached to them. At the same time, given 
the later start, hotel programs were set up differently from FFPs. One critical 
difference comprises the agreements that were put in place from the begin- 
ning between hotel operators and the hotel frequent guest program. As 
many properties are owned by an owner who franchises a brand, a detailed 
set of commercial and operating agreements will govern how the hotel is run, 
including the awarding of points for stays, and the delivery of service benefits. 
Similarly, the agreement stipulates how individual hotels are compensated for 
award stays, and how much revenue the hotel will receive for an award stay. 
Some observers believe that hotel loyalty programs will increase in promi- 
nence, given how average rates have been increasing, making the hotel loy- 
alty program more attractive and relevant. Hotel loyalty programs are 
certainly reaching the scale of the largest FFPs. The combined loyalty program 
of Marriott, following its acquisition of the Starwood group, represents more 
than 85 million unique members (Kozik 2017).* In terms of member contribu- 
tion, hotel loyalty programs are also reaching the same levels as FFPs. 
According to Koval (2012) Starwood Preferred Guest members drive 50 per- 
cent of stays worldwide for Starwood hotels. A main difference between FFPs 
and hotel loyalty programs is the make-up of the earn partners. Contrary to 
FFPs, where in many cases the majority of miles are earned on non-air part- 
ners, in the hotel industry the focus remains firmly on earning at the proper- 
ties. One possible explanation for this is the hotel industry's stronger financial 
performance, resulting in less of an impetus to stretch the financial reach of 
the hotel loyalty programs by selling hotel points to outside parties. 
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It meant that an award could be achieved through effectively spending 
someone else’s money. The FFP is one of the few programs whereby the 
person or entity paying for services is not receiving the ultimate benefit 
from the loyalty program. ‘This agent-principal dilemma is discussed in 
the context of economics in Chap. 4, as well as from an ethical point of 
view in Chap. 6. Similarly, the airlines increasingly leveraged the tier ben- 
efits they were able to offer as part of the program. Given its monopoly 
over items such as lounge access, upgrades and other benefits, it created a 
virtual monopoly for airlines in this space. Although other players did 
enter the space, for example paid lounge access programs such as Priority 
Pass, they were never quite able to match the value proposition offered by 
the airlines certainly when it comes to access to premium cabins. 
Sahadevan (2010) argued that FFPs will continue to enjoy a number of 
core advantages only available to airlines. In addition to already men- 
tioned air travel being the most powerful incentive, airlines are also in a 
unique position when it comes to access to surplus inventory, premium 
cabin seats (first and business class), and other special experiential ser- 
vices. Certainly, in the early years, the airlines successfully argued that 
award allocation was mainly using distressed inventory. In other words, 
members were traveling on seats that would otherwise have gone unsold. 
Therefore, the costs that were used to project the liability on the balance 
sheet were limited to marginal costs such as catering, GDS costs and pas- 
senger handling costs. As a result of this combination, the FFPs were able 
to carve out a niche that fueled the growth of the programs until today. 
In addition, the airlines quite successfully embedded the FFP in the cus- 
tomer journey at many of the different touch points creating awareness 
and interest. Think for example of special lanes for top tier members, 
access to lounges or even welcome messages on board for members of the 
particular program. The relatively extensive customer journey lent itself 
to an almost ubiquitous presence of the program. Clearly it offers many 
more opportunities for interaction compared to let’s say a fuel retailer 
loyalty program which is essentially a one-stop proposition. 
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Fast-forward thirty-five years from the launch of the AAdvantage 
program, one would expect to see a very different airline industry. And in 
many aspects, there has been phenomenal change. The rise of low cost 
carriers (LCCs), the impact of the internet on the distribution channels 
and customer interactions, the emergence of the Gulf carriers, progres- 
sive liberalization including the US “Open Skies’ policy on international 
markets from the early 1990s, and the European single aviation market 
in the mid-1990s; new aircraft like the Airbus A380 and the Boeing 787: 
merely a few examples of the changes and innovations the industry wit- 
nessed. Arguably the largest achievement has been the phenomenal 
growth in passengers served. The following section will review the rele- 
vancy of the FFP against five key dimensions of today’s airline environ- 
ment: intense competition, business model convergence, consolidation, 
financial performance, and a focus on data and data capabilities. 

In a 2011 study on profitability in the airline industry commissioned 
by IATA, Michael Porter, professor at Harvard Business School, con- 
cluded that there were few industries where the “5-forces” were as strong 
as in the airline industry. One of the key forces identified was rivalry 
among existing competitors.’ Porter argued that the level of rivalry 
among existing competitors in the airline industry should be qualified as 
highly intense. This high level of competition is driven by a number of 
typical characteristics of the airline industry. They include the perishable 
nature of the product, relatively limited ability to differentiate the con- 
sumer product, high sunk costs per aircraft in combination with low 
marginal costs per passenger, high barriers to exit the airline industry 
and volatile markets (IATA 2011). Given that the underlying drivers of 
the intense rivalry are unlikely to dramatically change, the role of the 
FFP as a competitive tool will remain relevant in today’s competitive 
environment. Arguably the FFP can also play an important role in deal- 
ing with the other forces, such as the threat of new entrants and the threat 
of substitute products. In both cases, assuming the FFP has a locking-in 
effect, the FFP can be used as a defensive tool to make the particular 
airline more attractive compared to other options. Think for example of 
a FFP member who is faced with the option of a new airline, or rail 
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alternative. Based on the membership in the program, he or she may be 
less inclined to switch given the vested interest in miles accumulation, or 
perhaps even more effective, the use of perks awarded by the tier pro- 
gram. Similarly, the FFP can increase switching costs for the individual 
consumer who may otherwise perceive air travel as a highly standardized 
product.° Turning to the different business models today, a clear trend is 
that the share of LCCs has increased significantly over the last three 
decades. In some countries, the share of LCCs has even surpassed that of 
the Full Service Carriers (FSCs). Yet at the same time, the industry has 
observed significant convergence between the two models. Convergence 
in this case refers to the blending of business models whereby for exam- 
ple a FSC adopts certain practices originally invented by the 
LCC. Examples include paid seat assignments, baggage fees and paid 
meals. Conversely, LCCs have also adopted some FSC elements into 
their product. Arguably the FFP is one of the legacy attributes that has 
been progressively implemented at LCCs (one notable exception is 
Southwest Airlines which had a FFP as early as 1987) and as such the 
rise of the LCC type airline has not diminished the role of the FFP. Most 
LCCs today have embraced loyalty in an effort to achieve their business 
targets. Airlines like AirAsia, Pegasus Airlines and Hong Kong Express 
are actively using their FFP for various strategic purposes. Another trend 
has been consolidation, especially in North America and Europe. 
Airlines, either through mergers or acquisitions, have fundamentally 
altered the playing field. In the US, the eight largest carriers were effec- 
tively reduced to four (following the mergers between Delta Air Lines 
and Northwest Airlines, United Airlines and Continental, American 
Airlines and US Airways, and Southwest and AirTran). In Europe, ongo- 
ing consolidation was achieved through cross-border acquisitions, 
although separate brand were maintained (Doganis 2015). In each of 
the cases, the new airline company went through a process to find an 
optimal strategy to deal with the FFPs of both carriers going forward 
(Chap. 5 offers an overview of strategies deployed by airlines following a 
merger or acquisition). FFPs may not have been the catalyst for mergers, 
but they do play an important role as the key to an audience. Another 
important aspect in light of FFPs’ relevancy is the core financial perfor- 
mance of airlines. With the tailwind of lower fuel prices, the recent 
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financial performance has improved significantly, particularly in the 
US. But at the same time, the price of fuel remains a key indicator of 
airline performance. The financial performance of airlines remains vola- 
tile over the long-term and characterized by major swings. Today there 
is a wide spectrum of airlines that offer an equally wide range of financial 
performance—thirteen of which have earned their cost of capital over 
the period from 2005 to 2015 (Dichter 2017). FFPs continue to play an 
important role in supporting the airline financially, both directly and 
indirectly. The last trend is the renewed focus on data. With the phe- 
nomenal increase in the availability and quality of data, airlines are 
improving their skills and application across the board. Airlines, despite 
being early adopters of the loyalty model, did initially fall behind in suc- 
cessfully applying CRM initiatives. A 2002 McKinsey & Company (a 
global strategy consulting firm) study of 17 airlines across North 
America, Asia and Europe indicated that even the most advanced air- 
lines by 2002 only had a rudimentary understanding of their customers 
true profitability and how to maximize their CRM effectiveness (Binggeli 
et al. 2002). Certainly over the last ten years, airlines are making signif- 
cant investments in data and data analytical capabilities. FFPs play a 
significant role in these efforts. Firstly, FFPs databases today represent 
the airlines’ single largest repository of customers. Secondly, the aggre- 
gate spend by those members can account for more than half of the 
airlines’ revenues. Thirdly, FFPs themselves have developed stronger data 
analytical capabilities. Fourthly, FFPs can act as conduit with outside 
partners, enabling access to more data. 


Notes 


1. ‘The first airline frequent flyer program was launched by Texas International 
Airlines in 1979 (subsequently merged into Continental Airlines in 
1982), but it gained little traction (Rowell 2010). 

2. Pan Am offered thirty days of unlimited First Class travel on its entire 
network for two people for only 225,000 miles (Sorensen 2012). 
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3. Ryanair in 1988 had not embraced the low cost concept yet — and carried 
less than 600,000 passengers in the entire year (“History of Ryanair” n.d). 
In 2016 it launched another iteration of the My Ryanair Club. 

4. Later, Marriott announced it surpassed 100 million members (Marriott 
2017). 

5. In addition to rivalry among existing competitors, the four remaining 
forces are: (1) threat of substitute products or services; (2) threat of new 
entrants; (3) bargaining power of suppliers; and (4) bargaining power of 
channels and customers. 

6. Whilst this may be positive for the airline, some observers point out the 
new equilibrium in terms of prices resulting from this. Please refer to 
Chap. 6 for a discussion around ethical dimensions of FFPs. 
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2 


The Different Types of Frequent 
Flyer Programs 


Where Chap. 1 looked at the historical developments in the evolution of 
frequent flyer programs (FFPs), this chapter will look at contemporary 
FFPs through three lenses. Firstly, it is possible to classify programs 
according to their key characteristics into one of three general FFP types. 
Secondly, by applying a geographical lens, discernible differences can be 
observed between programs located in different global regions. And lastly, 
accounting for the type of airline that is associated with the FFP, low cost 
carrier programs tend to offer some different characteristics compared to 
their full service counterparts. 


Frequent Flyer Programs by Program Type 


Although programs around the world share some of the same building 
blocks, there is no blueprint for a standard FFP. Programs come in many 
different sizes and shapes—often tailored to the specific needs of the 
airline—and in many cases the product of historical events and decisions. 
Nonetheless, it is possible to broadly categorize FFPs into three different 
program types: legacy programs, advanced programs and autonomous 


programs (De Boer and Gudmundsson 2012). Each of the three program 
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types has distinct features across ten key dimensions that help assess what 
program type best describes a particular FFP in question. 

The first dimension is the strategic focus of the program. Is the pro- 
gram mainly targeting core frequent flyers or is it also trying to attract less 
frequent flyers, including people who travel only once or twice per year? 
The second evaluation is the organizational structure of the program: 
how is the FFP structured in the airline? Is it placed in the marketing or 
sales department, rolling up into a senior executive who holds multiple 
responsibilities, or is it run as a standalone unit within the company? The 
latter could have a direct reporting line to a c-suite executive. In the most 
extreme case, the FFP could be set up as a standalone company, carved 
out from the airline. ‘The third factor is ownership. Ownership of the FFP 
can range from fully-owned by the airline to having outside investors 
own the FFP partially or fully. 

The fourth is suitability for third-party investment. This metric is 
closely linked to the second one as outside investments would realistically 
only take place in the case of a standalone unit (assuming the investor 
wanted to invest in the FFP, not the entire airline). The fifth indicator is 
the type and level of reporting. How is the FFP mentioned in the Annual 
Report of the airline? Does it disclose any segment specific information? 
The spectrum here ranges from virtually no mention to having its own 
financial reports. The sixth metric is very quantifiable. It looks at the 
percentage of miles that were earned outside the airline, for activity on 
partners in the program. ‘This metric typically only is available for FFPs 
that do segmental reporting. The seventh metric is the partner range. It 
evaluates the types of companies that the FFP partners with, typically 
starting with travel-oriented partners evolving into more everyday spend 
type partners (for example a supermarket). ‘The eighth is the scope and 
width of the awards offered in the program. Is it limited to flight awards, 
or does it offer a bigger award portfolio including non-flight awards? ‘The 
eighth is staff profile. It examines the backgrounds of the people working 
for the FFP. Do they mainly come with an airline background, or did the 
program hire externally as well? 

The last metric is the type of award allocation policy. The award alloca- 
tion policy describes how seats are earmarked for use by the FFP as 
awards. A variety of policies is used, ranging from a fixed number of seats 
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Table 2.1 Overview of frequent flyer program types 


EFE N Advanced Autonomous 
F fl high F fl 

Strategic focus Frequent flyers AABE yars andmig requent iyers ang 

credit card spenders everyday spenders 
FFP department (part of Separate strategic business 

Structure Marketing / Sales} ühik Separate company 

; n E Owned by airline and/or 
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outside investors 
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party investment 
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services everyday spend 
Air travel, other travel, 


Partner range Travel related (hotel, car) 
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upgrades merchandise 
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: , . PER , Combination of fixed and 

Award allocation Fixed — supplemented with Combination of fixed and f , 

; . : : : dynamic —any seat is 
policy distressed inventory dynamic allocation 











available 





Source: De Boer and Gudmundsson (2012) 


on every aircraft, to a fully dynamic allocation mechanism based on rev- 
enue management principles. Table 2.1 provides an overview of the key 
characteristics and the underlying parameters. 


The Legacy FFP 


The legacy programs, as the name suggests, are the original type of pro- 
gram that American Airlines and others that followed had in mind when 
they launched them. Their focus centered on the high frequency traveler, 
even building incentives around frequency—some programs for example 
gave awards for reaching a certain number of trips (the award could be a 
free trip to Hawaii). 

As a general rule, the FFP would be run by a team placed in the mar- 
keting organization. The ultimate responsibility for the FFP would sit 
with the head of marketing, or sales—but typically as one of multiple 
areas that would roll up into this position. Legacy programs, by their 
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nature of being in the airline, are fully owned by the airline. Given the 
integration of the legacy program in the airline, they do not lend them- 
selves for any outside investment. Legacy programs are deeply inter- 
twined with the airline, for example sharing resources in IT and human 
resources, and they are typically located at the airline's site. 

The external reporting done by the legacy program is limited to what- 
ever the airline decides to publish—revenues from the programs are typi- 
cally captured by mixed category like ‘Other Revenues’ without further 
specification. Airlines can typically use their own discretion to decide 
what information to disclose in relation to the FFP. Traditional legacy 
programs would have the vast majority of the miles being earned on the 
airline. The early legacy programs created partnerships with other travel- 
related companies like hotels and car rental providers. A legacy program 
is likely to use a form of accruing for miles liability that is based on the 
Incremental Cost Method, whereby the value of the liability reflects the 
marginal cost of an award seat which tends to be low. 

The awards offering will be skewed towards traditional airline seats and 
upgrades. The people working in the FFP would have come from other 
departments in the airline. There may be management rotation. 

Deciding on how to allocate awards seats would be an interaction 
between revenue management and the FFP. Where possible the FFP 
would be steering towards distressed or unsold inventory. It may have a 
fixed allocation of seats based on type of aircraft or route. 


The Advanced FFP 


Building on the foundations of the legacy program, the advanced pro- 
gram takes the FFP to the next level. The critical shift from legacy to 
advanced is the change in target audience which has a trickle-down 
effect on the other design elements. Widening its target audience beyond 
high-value, high-frequency flyers, the advanced programs are designed 
to attract and retain new customers for the airline. But as the travel fre- 
quency of the additional segments is lower, possibly as little as a few trips 
per year, the advanced program must offer other ways of earning miles 
in order to be relevant for the new member types. With few exceptions, 
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tie-ups with banks through the issuance of co-branded credit cards or 
conversion of the bank’s loyalty currency into miles are the most com- 
mon way of expanding the accrual range, and making the program more 
accessible for less frequent travelers. 

For many of the programs, the evolution from legacy to advanced was 
a gradual one driven by management's desire to acquire more members 
into the program. As a result of the increasing membership base, coupled 
with the ability to earn miles at more partners outside of the airline, the 
total volume of the miles being earned in the program drastically 
increased. And although airline seat capacity increased over time, it did 
not follow in-step with the growth of the programs. By 2005, mileage 
accrual was growing ten times as fast as airline capacity (Landry 2008). 
As the programs could no longer satisfy the redemption demand with the 
original supply of distressed or fixed inventory, management increasingly 
turned to other solutions to mitigate the situation—resulting in a rein- 
vention of the programs. A major development was to increase the supply 
of award seats by simply ‘buying’ additional seats from revenue manage- 
ment. The exact form of the transaction will vary from airline to airline— 
at the most basic level, revenue management will assign a value to award 
redemptions (reflecting the monetary value associated with the sale of 
miles) securing more access. The advanced program has autonomy over 
how it prices the additional and classic seats to its members. It can decide 
if and how much of the cost is translated into increased award pricing to 
members. Advanced programs also offer awards outside of the airline, 
acting both as release valve for pressure on air awards as well as an attrac- 
tive alternative for certain customer segments. Where legacy programs 
typically aim to reduce cash-out products, advanced programs are less 
restricted. Funded by the increased partner revenues, programs were now 
in a position to secure additional access by actually buying more seats. It 
laid the foundation for arguably the most important descriptor of the 
advanced program which its ability to run as an independent business 
unit (and effectively become a profit center). Being a profit center, and 
the shifting focus to partnerships beyond the airline, has implications for 
other dimensions such as staffing and reporting. With its ability to self- 
fund and even generate a tidy profit, an increasing number of airlines 
choose to offer more details around the performance of the FFP unit. 
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Qantas Frequent Flyer for example is one of the reporting segments of 
the Qantas Group (the others are Qantas Domestic, Qantas International, 
Qantas Freight and Jetstar). With the shift from relying on distressed 
inventory to purchasing additional commercially-priced inventory to sat- 
isfy the redemption demand, the Incremental Cost Method for liability 
accrual is not quite suitable anymore, and many programs in this cate- 
gory will use the Deferred Revenue accounting (see Chap. 4 for a detailed 
discussion of FFP accounting principles). 


The Autonomous FFP 


The key element of the autonomous FFP is its structure and position vis- 
a-vis the airline. The autonomous FFP is structured as a standalone unit 
outside the airline. All transactions with the airline are done at arm's 
length basis, and are governed by commercial agreements. ‘This in itself 
creates a great degree of transparency in the business which sometimes 
can lack in the legacy and advanced model. It means that the FFP is run 
as a separate business with its own profit and loss responsibility. Given its 
financial separation from the airline, the autonomous FFP is the only 
type of FFP that lends itself for outside investors to acquire an equity 
stake in the company. The program actually procures seats from revenue 
management—and the purchase of seats by the FFP from the airline is 
governed by comprehensive agreements stating the commercials terms 
(likewise, the airline purchases miles from the FFP similar to any other 
partner in the program). Essentially, the FFP becomes like a very large 
corporate customer, responsible for what could be a sizeable part of seat 
inventory. For autonomous FFPs, the majority of the miles are earned 
outside the airline. The partner range includes categories outside of travel 
such as retail, insurance and online market places. But on the redemption 
side, the inverse still holds: the majority of the miles are being redeemed 
on the airline. This imbalance creates an ongoing positive cash flow for 
the airline, even though the airline now has to buy miles from the FFP 
unit.' Ihe FFP becomes a distribution channel for the airline, effectively 
selling seats in one mile increments. 
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With its standalone status, the program is managed like any other 
company. Depending on the ownership structure (airline, outside inves- 
tors or even public float), the FFP will do extensive external reporting. 
Multiplus and Smiles in Brazil for example are both listed on the 
stock exchange and as a result provide extensive reporting to the market. 
Chapter 8 offers an in-depth analysis of the FFP as a standalone business. 

In assessing programs, it is evident that there are programs that have 
characteristics that match different program types. For example, it is 
common to see a legacy program that has a vastly expanded partner range. 
Ultimately however, it will be pushing against the boundaries of the legacy 
model, since the setup of the legacy program cannot support the resulting 
surge in miles being earned and resulting demand for award seats. 


Differences Between Frequent Flyer Programs 
Across Global Regions 


Programs around the world by and large follow the same structure when 
it comes to the core design of the FFP. However, there are a few features 
for each region that you can typically only find in that region. Starting 
with the large programs in North America, unlike their counterparts in 
Europe and Asia, they offer extensive complimentary upgrade privileges 
as part of the elite tier programs. Seats in the first class cabin that are not 
sold are available for standby upgrade for top tier members. AAdvantage’s 
Executive Platinum members for example, receive unlimited, auto- 
requested complimentary upgrades to the domestic first class cabin on 
flights of 500 miles or less. Delta Air Lines, like the other majors, deploys 
a time-based system to determine when the member can be upgraded: for 
first class upgrades, Diamond and Platinum Medallion Members will 
clear five calendar days prior to departure, Gold Medallion Members will 
clear three calendar days prior to departure and Silver Medallion Members 
will clear one calendar day prior to departure, subject to upgrade avail- 
ability. Very few other programs globally offer such extensive awards, as 
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they are more protective of their premium cabins. There are exceptions 
however—one such exception is the LATAM PASS program run by 
LATAM—t offers unlimited “Courtesy Cabin Upgrades’ to its Black and 
Signature Black members that can be requested when the flight is open 
for check-in starting at 48 hours prior to departure. 

Asa result of new distribution strategies, think for example of upgrades 
for cash offers offered during the check-in process, the pool of available 
first class for upgrades may be shrinking though, resulting in less suc- 
cessful upgrades attempts. In 2011, Delta Air Lines for example actually 
sold only 14 percent of its domestic first class cabin, leaving 86 percent 
of capacity for upgrades. But by 2015, more than half of the first class 
seats were actually sold, thereby drastically reducing the number of seats 
available for upgrades (Weed 2016). By 2018, Delta Air Lines expects to 
have a first class paid load factor of approximately 70 percent (Delta Air 
Lines 2015). 

Another feature which is found predominantly in North America is 
that of elite program and qualification periods being based on calendar 
years. Outside North America, a significant number of programs use 
either rolling windows or some other time period that is not synched to 
a calendar year. It means that each member has an individual qualifica- 
tion and elite membership tier period distributed throughout the year. 
Each system has its own advantages and disadvantages—the calendar- 
based structures enable the programs to communicate annual program 
years with a fixed start and end date. It facilitates the introduction of new 
features, or changes in benefits by having clearly defined start and end 
dates. Running the program on a calendar year-based qualification struc- 
ture does require a single, concentrated effort at the end of the year to 
“roll-over” the requalified members for the next year. In a rolling 
window-based program, this effort will be evenly spread out across the 
year as members will requalify throughout. More information and back- 
ground on elite qualification structures can be found in Chap. 3. 

Turning to European programs, a clear distinction is that they were 
started much later than the North American programs. Despite their 
late start, the European programs grew quickly. Miles & More, over the 
period from 1998 to 2008, grew its sales from EUR 3 million to EUR 
154 million, from 0 to 700,000 credit cards, and from 3 full-time 


Differences Between Frequent Flyer Programs Across Global... 37 


employees to 49 full-time employees (Schaeffer 2009). Whereas the 
large North American programs seek uniformity to handle the sheer size 
of the programs, the European counterparts operate some features in an 
effort to make the programs /ess uniform. ‘The first example is the Flying 
Blue program run by Air France-KLM. To qualify for its Gold level, you 
need 40,000 qualifying miles—but for residents of France and Monaco, 
the requirements is increased to 60,000 qualifying miles (similar 
increases are required for the other levels as well). Air France-KLM may 
believe its dominant market position in France requires a stricter quali- 
fication threshold in its home market. Another example of differentia- 
tion within the same program is the Miles & More program run by the 
Lufthansa Group. For Miles & More members residing in Egypt, Algeria, 
Israel, Jordan, Lebanon, Libya, Morocco, Syria and Tunisia, the award 
levels of the Europe region apply instead of the award levels of the actual 
zone which is, in the definition of Lufthansa, Middle East/Caucasus/ 
North & Central Africa. By requalifying the mentioned countries as 
Europe, it effectively makes awards less expensive in miles (for example 
a roundtrip business class award to North America is 105,000 instead of 
135,000 miles). The differentiation allows Miles & More to be more 
competitive in the affected markets. ‘The strategy of some airlines assumes 
that their FFP plays a different role in different markets—in the home 
market fewer incentives have to be offered compared to bordering coun- 
tries (Gudmundsson et al. 2002). 

Moving on to the Middle East—as a reflection of typical travel and 
purchase patterns, many of the Middle East carriers (including the three 
major Gulf carriers Emirates, Etihad Airways and Qatar Airways) offer 
extensive family mileage pooling programs. The program allows to pool 
together into a single account (part of) the miles earned by the extended 
family members. It is a feature that is quite uncommon in other parts of 
the world, as the airlines believe it could open the door to abuse and 
undermine the program's objectives. One interesting exception is the 
Avios program which also offers Household Accounts—initially this pro- 
gram was only open to residents of the Middle East. Another common 
feature in the Middle East is the walk-in member service center—a feature 
that is hardly found in North America and Europe anymore. 
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The final broad category includes the Asia Pacific programs which tend 
to be a bit more restrictive compared to the counterparts elsewhere. Far 
East carriers were drawn into the FFP culture with considerable reluc- 
tance (Gilbert 1996). Gilbert explained that their reluctance stemmed 
from three sources: their relatively protected status, the buoyancy of their 
regional economy and by a dislike of having the FFPs imposed on them 
by aggressive, revenue-hungry competitors from the US and Europe. 
Historically, some of the Asia-Pacific based programs only allowed accrual 
on first and business class fares—only later they introduced accrual on 
economy class fares. Similarly, a number of Asia Pacific programs require 
members to designate nominees for award travel, usually capping the 
maximum number of nominees as well as the number of changes one 
could make to nominees. ‘The Singapore Airlines Krisflyer program for 
example allows a maximum of six redemption nominees. It is a restriction 
put in place to limit any undesirable behavior like selling of award tickets. 
Another uncommon feature is a membership fee. Although fees in 
practice are hardly enforced, there are programs in Asia Pacific like Qantas 
Frequent Flyer that have a provision in their terms and conditions to 
charge a fee. Lastly, some programs in the region only allow residents of 
certain countries to enroll in the program. The Virgin Australia Velocity 
program states in its terms and conditions that a requirement for mem- 
bership is to be an individual resident in Australia, New Zealand, Papua 
New Guinea, Fiji, Cook Islands, Vanuatu, Tonga, Solomon Islands, 
Samoa, Christmas Island or Cocos Island (Virgin Australia 2017). 


Differences Between Full Service 
and Low Cost Carrier Programs 


Another lens to look at FFPs is the type of airline that is associated with 
them. Broadly speaking, the industry recognizes two main types of airline 
business model: full service carriers (FSC) and low cost carriers (LCC), 
although there has been increasing convergence between the two models. 
LCCs have steadily attained market presence around the globe, with 
some markets reporting the majority of seats now flown on LCC type 
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Table 2.2 Top ten low cost carrier frequent flyer programs 


Airline Name of FFP 

1 Southwest Airlines Rapid Rewards 

2 Ryanair My Ryanair Club 

3 EasyJet Flight Club 

4 JetBlue TrueBlue 

5 WestJet WestJet Rewards 

6 GOL Smiles 

7 Jetstar Qantas Frequent Flyer 
8 Norwegian Norwegian Rewards 
9 Indigo Does not offer a FFP as of June 2017 
10 Vueling Puntos 


Ranking based on Airline Business 2016 Low Cost Carrier Snapshot 


airlines. Given that the FSC model type airline was the original inventor 
of the FFP, it is a fair question to examine if LCC type airlines run dis- 
tinctly different programs? Or even, do they run FFPs at all given how 
different their business model is? 

To start with the last question (do LCCs even run FFPs) the answer is a 
resounding yes. Looking at the top ten LCCs today, nine out of ten LCCs 
run some form of loyalty program (Table 2.2). Southwest Airlines, which 
tops the leaderboard in terms of revenues, in fact started its program in 
1987. Perhaps late by North American standards, but certainly it was pio- 
neering for the LCC category. Back in 1987 the European LCCs did not 
even exist yet (Ryanair started its low cost business model operations only 
around 1991, and EasyJet started operations in 1995). Ultimately both 
Ryanair and EasyJet embraced some form of loyalty program. In 2016, 
Ryanair announced the launch of the My Ryanair Club as part of its 
“Always Getting Better” program. ‘The perks were to include a frequency- 
based award in the form of a free flight after booking twelve flights. One 
year earlier, in 2015, EasyJet announced its loyalty initiative titled Flight 
Club, which would operate on a by-invitation only basis. Perks as part of 
Flight Club include fee-free flight changes, free name changes, a price- 
matching guarantee, previews of new routes and special offers, and a dedi- 
cated contact center. According to EasyJet (2017), customers who meet 
one of the following criteria are to be invited to its Flight Club: 
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° Customers who have booked and flown on 20 EasyJet flights or more 
in the past 12 months 

° Customers who have booked and flown on 10 EasyJet flights or more, 
and spent GBP 1500 or other currency equivalent in the past 12 months 

e Customers who have booked and flown on an average 10 EasyJet 
flights or more for 10 years, with at least one flight every year 


In the LCC space, there were concerns initially around introducing 
additional complexity and costs into the lean business model. Many 
believed the FFPs belonged in the pure domain of legacy airlines, and 
scoffed at the idea of adopting this legacy feature. But as time went by, 
LCCs increasingly adopted the concept of loyalty—in most cases it was an 
effort to increase revenues and yields. LCCs did make a few tweaks from 
the programs run by full service carriers. Earlier research indicated that in 
general, FFPs of LCCs are less complex than those of legacy network air- 
lines (Klophaus 2005)—perhaps as a reflection of their simplified business 
model. Yet the ongoing hybridization between LCCs and FSCs did not 
miss the design and structure of LCC loyalty programs. Other than the 
typical accrual structure based on monetary spend instead of distance trav- 
eled (a practice that has been increasingly adopted by full service carriers 
as well), LCC programs in many ways now resemble their FSC counter- 
parts. Some have introduced tiers and associated benefits (for example 
Rapid Rewards of Southwest offers the A-List and A-List Preferred tier 
levels). Others have entered into extensive FFP partnerships like the Smiles 
FFP of GOL in Brazil that counts Delta Air Lines, Air France-KLM and 
Qatar Airways amongst its airline partners. Interestingly, it was two LCCs 
that achieved the maximum score of 100 percent award seat availability 
in the 2016 Switchfly Reward Seat Availability Survey. The survey exam- 
ines on what percentage of flights over a certain period flight awards are 
available at the standard, lead-in price point. Both Airberlin and Southwest 
Airlines achieved a perfect score, as they did in the previous year as well 
(Ideaworks 2016). The results of the survey further suggest that six pro- 
grams associated with value-oriented airlines’ offer better award availabil- 
ity in general compared to the more traditional airlines. 

One group of LCCs deserves a special mention: the LCCs that were 
started as the offspring of full service carriers. Over the last decade, an 
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increasing number of legacy airlines recognized the potential of the low 
cost market segment. In an effort to capitalize on this segment, a signifi- 
cant number of full service carriers launched low cost operators under a 
separate brand. Whilst some of the early attempts proved that running a 
viable LCC as part of a full service airline was easier said than done (for 
example Ted, Song and Snowflake all ceased operations), later initiatives 
were more successful and withstood the test of time. Jetstar (for Qantas), 
Scoot (for Singapore Airlines) and Transavia (for Air France-KLM) are 
just a few examples of LCCs operating today as part of a larger full service 
carrier. Ihe LCC ‘daughters’ are increasingly integrating the parent FFP 
as part of its product offering. The ways in which they integrate the pro- 
gram vary from airline to airline. Some allow both accrual and redemp- 
tion of the ‘mother’ currency. Singapore Airlines’ KrisFlyer for example 
allows members to redeem for Scoot vouchers (10,500 KrisFlyer miles can 
redeem a SGD 100 voucher to be used on Scoot). On the accrual side, a 
member who buys the Scoot PlusPerks product, which is an optional 
add-on bundle, can earn KrisFlyer miles according to a set table based on 
booking classes and zones. Others allow members to earn miles on the 
lead-in fare against a fee. Air-France KLM Flying Blue members, who 
choose the Basic fare on Transavia, can earn 250 Award Miles by paying 
an extra EUR 5 per person per one-way flight. Other airlines choose to 
fully integrate the LCC loyalty offering into the program of the umbrella 
airline. Garuda Indonesia, which launched wholly-owned LCC subsid- 
iary Citilink in 2001, announced in 2017 that Citilink’s and Garuda 
Indonesia’ loyalty programs would be officially integrated. As a result, 
Citilink’s loyalty program “Supergreen’” will change into “Supergreen 


GarudaMiles” (Citilink 2017). 


Organizational Design of the Frequent 
Flyer Program 


Major differences can be observed between the different program types as 
outlined in the previous section. The geographical location of the pro- 
gram, as well as the type of airline (LCC versus FSC), also account for 
some differences between programs, but they tend to be subtler. The final 
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angle is organizational design—do different programs have widely differ- 
ent organizational designs? Today most FFP organizations (or depart- 
ments) follow a very similar structure. And although the scale and 
complexity of the organization tends to increase as the program evolves 
from legacy to advanced to even autonomous type, the underlying func- 
tions remain remarkably similar. Every program for instance has a team 
looking after partners, and every program has a function dedicated to 
marketing. Like any other business, you can find the typical functions in 
the FFP such as finance, legal, marketing and so forth (Fig. 2.1). Unlike 
any other business though, the FFP also has some very proprietary char- 
acteristics that have an impact on the various functions. 

Any frequent flyer program needs a leader to take overall responsibil- 
ity for managing the FFP department and set the course going forward. 
The leader of the organization is ultimately responsible for all day-to-day 
management decisions and all operations of the business. Typically it is 
one person who, depending on the structure of the FFP, reports into a 
hierarchical line in the airline, or alternatively, the Board of Directors of 
the FFP entity. In the case of reporting into the airline, the position 
could report to a variety of roles across sales, marketing or a combina- 
tion of the two. 


CEO 


Status Program Finance 


Partner Award 
Marketing Analytics IT / Operations 
Management Management 
Member Dedicated partner Portfolio 
Brand strategy ; Systems 
segmentation managers management 
Campaign Liability Award unit cost 
Non-air partners Customer care 
management management management 
Marketing execution HiEgycls Air partners Sourcing Production and 
management fulfilment 


Fig. 2.1 Typical organizational chart of the FFP department 
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Job titles vary, but both Vice President Loyalty and Managing Director 
(followed by the name of the program) are quite common. For advanced 
and autonomous programs, sometimes the title of Chief Executive Officer 
(CEO) is used. Like other senior roles in the airline, there typically is an 
administrative assistant supporting the manager in day to day tasks. 
Sometimes, the senior position has an executive assistant who helps on a 
more strategic level like preparing presentations, preparing for meetings 
and the like. The seniority of the role is reflected in typical candidate 
profile. It is not uncommon to require at least fifteen to twenty years of 
experience, ideally with strong exposure to profit and loss management. 
A leading global executive search firm recently identified five key compe- 
tencies for the role of frequent flyer program CEO: strategic thinking, 
leadership and people development, external awareness, stakeholder 
management and drive for results. Firstly, strategic thinking is important 
as it will drive the ability to quantify challenges and set the direction 
going forward. It will also help to communicate and articulate the strategy 
to stakeholders both inside and outside the program. The second 
competency is team leadership and people development. ‘The role will 
lead a team of senior professionals in the fields of finance, marketing, 
analytics, operations and others. Building and maintaining an effective 
team will be vital to secure the ongoing development of the business. 
External awareness, the third competency, describes the ability to observe 
key changes in the outside world, across disciplines such as loyalty mar- 
keting, advanced analytics and customer strategy. Stakeholder manage- 
ment is an important competency as it will be up to the program leader 
to secure support for future initiatives for the program. This relates to 
stakeholders both inside as well as outside of the airline. Think for 
example of entering into a new co-brand credit card agreement (exter- 
nal), or devising a new award allocation agreement with the airline (deal- 
ing with internal stakeholders). The last competency is the drive for 
results—not surprising given the nature of the business and the impor- 
tance of its role. Is significant airline experience a must? Generally no, but 
it could certainly be helpful. The airline industry with all its peculiarities, 
technical terms and acronyms would not be impossible for someone with 
a strong learning ability to master, but it could pose a challenge during 
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the early stages. The most appropriate other source industries for candi- 
dates are banking (consumer credit cards) and loyalty roles in other 
industries like telecommunications, hospitality and retail. In addition, 
many senior FFP leaders have spent time in management consulting—in 
many cases having been exposed to CRM and loyalty assignments in 
their previous roles—and typically hold an MBA from leading business 
schools. For candidates that are sourced within the airline, the back- 
grounds could be quite diverse. The common denominator would be 
tenure in the airline—the role typically requires at least ten to fifteen 
years of experience. Some airlines deploy management rotation schemes 
whereby senior managers take on roles in diverse fields like revenue man- 
agement, outstation management, sales or even maintenance and engi- 
neering. Both approaches offer certain advantages and disadvantages. 
Arguably the best candidate is a person who marries deep airline experi- 
ence with an ability to infuse external thinking and innovation into the 
program. Whatever the background of the person is, any FFP leader will 
need a multiple year horizon to realize a long-term strategic vision. 

Some of the larger programs will have a dedicated team for strategy 
development—but in many of the smaller programs, this task will be 
done by a combination of the other functions. When the organization 
does have a strategy team, their remit will be quite varied: the responsi- 
bilities include defining the long-term strategy as well as supporting the 
other functions, for example partner management, in the design and 
execution of new deals. The typical team size would be limited to less 
than five resources—reporting directly in the program Managing 
Director. The background of the strategy resources can be quite diverse. 
Some will join from outside, with backgrounds in management consult- 
ing quite common. 

One of the key functions of the FFP is the business development pro- 
cess leading to new partnerships, and subsequent management of program 
partners. Given its crucial role, every FFP will have a team dedicated to 
this task. The exact set-up will vary from program to program—however 
the most common design breaks its down by partner type. A typical 
example would have one or more partner managers dedicated to financial 
partners, travel partners (hotel and car rental) and retail partners. ‘The size 
of the partner management, and level of specialization of the partner 
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managers, is mainly a function of the size of the FFP and its partnerships. 
Large programs, with significant gross billings from the sale of miles to 
partners, can afford to have more specialized, or even dedicated, teams. 
A single partner, like a financial institution, could be supported by a team 
of dedicated partner managers if the size warrants that set-up. In that 
case, the partner would typically mirror the structure on the partner's side 
with a dedicated team to support the partnership. Some programs also 
make a distinction between business development and ongoing partner 
management. This separation of duties allows for the business develop- 
ment team to focus exclusively on ‘farming’ new partnerships. The capa- 
bilities that are required for this can be quite different from ongoing 
partner management so in a bigger set-up it can make sense to separate 
the two. A significant part of the business development effort requires 
commercial acumen in building and negotiating new partnership deals. 
The implementation and ongoing execution, on the other hand, relies 
more on marketing and data analytical capabilities. As a result, the profile 
of the business development team can have more of a sales background, 
whereas the ongoing partner management team resembles more of a key 
account management structure. The partner management team will work 
closely together with a number of other functions like legal (for partner 
contracts), marketing (for campaign execution) and analytics (for partner 
campaign evaluation). In the case of an advanced or autonomous pro- 
gram, the airline will obviously be one of the key partners. In this case, 
the FFP will have a team of managers dedicated to the ongoing manage- 
ment of the relationship with the airline. Airline partnerships take a spe- 
cial place in the partner management department. One or more dedicated 
partner managers look after the bilateral agreements with other airlines, 
or where relevant, coordinate the participation in one of the three global 
alliances. Normally the relationship between the two airlines will be gov- 
erned by a partner contract which stipulates the commercial and opera- 
tional terms of the partnership, including settlement rates for accrual and 
redemption of miles, exchange of files and other operational matters.’ In 
the case of an alliance, the alliance manager will attend the global alliance 
meetings where the state of the alliance is discussed, and new initiatives 
are evaluated and agreed on. 
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Like any other business, the finance team provides financial oversight, 
reporting and guidance to the members of the management team. In 
addition, the finance team is typically tasked with the accounting activi- 
ties of the program. Depending on the size of the program, this function 
could as limited as a single person (a controller-type position), or it could 
be comprised of multiple roles rolling up into a Chief Financial Officer 
(CFO). Obviously, for autonomous programs that deal with outside 
investors, including those that are listed on stock exchanges (for example 
Smiles and Multiplus in Brazil), the responsibilities and scope of work do 
warrant a more significant team, including a senior CFO role. ‘The finance 
team will also typically manage the interactions with auditors, which in 
some cases may require some dialogue going back and forth as a result of 
the peculiarities of the loyalty business model. Of course, the finance 
department will also handle the more mundane tasks of preparing and 
verifying invoices to partners—and likewise, processing invoices from 
partners and suppliers. One key area which very is proprietary to loyalty 
programs is the management of the outstanding liability. This function 
may fall under finance, but increasingly it managed by a separate team. 
Other accounting functions will be also be handled by the finance team. 
The peculiarities of loyalty program accounting put a particular onus on 
the estimates used for certain key model inputs, placing a great deal of 
emphasis on the finance team’s ability to predict metrics accurately. 

One of the most proprietary aspects of running a loyalty program is 
liability management. Loyalty programs have to deal with the miles that 
are outstanding, which effectively covers the time period from when the 
miles are earned, to when they are redeemed or expired. ‘Therefore the 
total volume of miles outstanding, put simply, is a function of the speed 
at which new miles pour into the liability pot, and the speed at which 
they are used up—or expire. The traditional focus of liability management, 
certainly in legacy and advanced programs, has been on monitoring the 
growth (or decline) during a period, and total outstanding miles in the 
liability at the end of a period for accounting purposes. But with the 
advent of the autonomous programs, and their specific ways of looking at 
the business performance, liability management has evolved into a more 
holistic view of the business that can help to identify and steer the drivers 
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of profitability, against the backdrop of maintaining a viable business 
proposition in the longer term. This trend was further driven by new 
accounting standards that prohibited airlines from using artificially low 
provisions for future redemption costs. Autonomous FFPs often have 
specific key performance indicators for breakage that they will manage 
towards. Qantas for example indicated in 2011 that maintaining a break- 
age level below ten percent was a key measure of success for its frequent 
flyer business (Qantas 2011). Changes in accrual (earn), redemption 
(burn) and expiry are driven by a range of underlying influencers. A new 
partner for example could significantly increase the earn rate because it 
offers a new avenue of earning miles for members. Redemption on the 
other hand, could significantly increase when friction in the redemption 
process is removed (think for example of a new booking tool or mobile 
application to book awards), or when the pricing of awards is altered. 
Expiry clearly is driven by the specific expiry policy, but also by the other 
factors that drive accrual and redemption volumes. Given the extensive 
modeling that takes place, one can often find people with background in 
operations research and analytics manning the liability management 
team. The ultimate objective of this department is to find the sweet spot 
in terms of accrual volume, redemption volume and the interplay with 
miles expiry. A more detailed discussion of the business model of the FFP 
and its underlying drivers is offered in Chap. 4. This will include a more 
detailed discussion around the impact of the breakage rate on the ability 
to recognize revenue at the time of accrual versus deferring revenue until 
the mile is redeemed. 

Many other businesses have embraced analytics to generate insights 
to enhance their performance. But in the case of the FFP, it is hard to 
overestimate the importance of the analytics function. Both the avail- 
ability of rich member data as well as the intrinsic need to drive busi- 
ness results with data insights make the analytics function absolutely 
vital to the enduring success of the FFP. Starting with the availability of 
data: the FFP is uniquely positioned to access and analyze member data 
from a wide variety of sources both inside and outside the airline. Think 
of airline passenger name record (PNR) data, but also behavior at part- 
ners including credit card usage data. By tapping into this data, and 
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understanding the cross linkages, the analytics department can gener- 
ate insights that can help the business in achieving its goals. And that 
relates directly to the raison d'être of the FFP which ultimately is to 
drive member patronage at the program’s partners. 

Going back in time, the analytics department started from humble 
beginnings with a focus on data reporting, moving on to basic member 
segmentation. Today, many programs have dedicated analytics teams that 
support the program not only in the fields of traditional marketing, but 
provide the glue between all the different program areas. Depending on 
the set-up of the program, the analytics team can work in parallel with the 
airline customer relationship management (CRM) department. Many 
programs have extensive data warehouses that contain airline, program 
and partner data giving the analysts ample raw material to derive insights 
from that can help support the business. Equally important is a result 
database allowing the program to review past result and apply learnings on 
new initiatives. Depending on the size of the program, there may be sepa- 
rate function in charge of data operations, which includes the actual han- 
dling of the data (files) and where necessary cleansing of data. The typical 
background of the analytics team includes statistics and operations research 
degrees. Analytics traditionally focused on program-related activities, but 
is slowly expanding into other areas as well. United Airlines for example 
tracks how many flights in a row a member has had where their upgrade 
never cleared. By overriding the normal upgrade logic, it can make sure 
the member gets upgraded the next time he or she flies, resulting in mea- 
surable business results (O’Toole and Leininger 2016). FFPs will increas- 
ingly infuse the day-to-day operations with this type of insights that will 
generate incremental value. 

Another cornerstone function of the FFP is the marketing team. Building 
on the insights generated by the analytics team, the marketing team devel- 
ops a communications strategy that engages the different customer seg- 
ments. Increasingly equipped to deliver relevant and targeted messages, the 
responsibility of the marketing team has evolved over time. In the early 
days, much of the communication strategy relied heavily on print direct 
mails, including the monthly member statements. Although more advanced 
printing techniques did allow for limited segmentation, the real watershed 
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moment came with the shift to online communications. It not only reduced 
lead times, and allowed for greater customization, it also proved far most 
cost efficient. As an illustration, Qantas reported a cost of AUD 5.46 to 
AUD 8.98 per member per year for offline communications, whereas the 
cost of online communications was as little as AUD 0.26 per year (Carter 
2005). Many would argue that the industry has turned another corner 
now, with the move to mobile. Leading programs are investing heavily in 
developing a mobile strategy. The adoption of social media offers a more 
mixed pattern, with some airlines mainly using it as a channel for customer 
care versus others who put greater emphasis on the marketing opportuni- 
ties afforded by social media channels. 

The marketing department covers a wide area of activities, ranging 
from member acquisition to branding and advertising, to campaign 
and digital production. Member acquisition has primarily shifted to 
online and mobile channels, whereas in the olden days paper enrol- 
ment forms were the main method to acquire new members in the 
program. Etihad Airways, which runs the relatively new Etihad Guest 
program, enrolled five million members since the program’s inception 
in 2006. According to Etihad, 3 million members enrolled through the 
website, 900,000 members were acquired in-flight, and 50,000 enrolled 
through Abu Dhabi Airport Wi-Fi (Etihad 2017). With the increased 
complexity of the programs, the marketing department has progres- 
sively become dependent on automated marketing solutions and 
sophisticated campaign management systems. In the early days, a pro- 
gram would maybe run a handful of campaigns at one time, but today, 
with increased segmentation, a multitude of channels, and potential 
marketing messages, it would be virtually impossible to keep track of 
what is an exponential rise in the combinations and permutations tak- 
ing place. In addition to the increased scope and complexity, marketing 
also increasingly incorporates results as the campaigns are deployed. It 
means that based on the actual results of messages and sub-campaigns, 
the learnings can be applied progressively during the roll-out of the 
campaign. Think for example of the so-called A and B testing where 
competing taglines and promotional offers are tested against each other 
using smaller sub segments. 
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Branding of FFPs 


FFPs around the world represent a great variety in brand strategies. 
Obviously, the overriding theme remains travel—and you can find attrac- 
tive images of travel related content across virtually every program. When 
it comes to the actual name of the program, English names seem to pre- 
vail, even in non-English speaking markets. Air France-KLM Royal Dutch 
Airlines (Flying Blue), Avianca (LifeMiles), and Emirates (Skywards) for 
example use English names for their program, even when their core mar- 
kets are non-English speaking. Some airlines use rather prosaic names, for 
example Qantas which simply calls its program Qantas Frequent Flyer. 
Others incorporate the miles aspect, for example Miles & Smiles (Turkish 
Airlines), Miles & More (Lufthansa Group), and Eastern Miles (China 
Eastern). Some have opted for a mix of English and some content which is 
contextually relevant. Think for example of Royal Orchid Plus (Thai 
International) or KrisFlyer (Singapore Airlines). A small group of airlines 
maintains a brand which is fully centered on the local language or con- 
text. El Al’s program is called the Matmid Club, which is short for its origi- 
nal name “Hanose'aa Hamatmid” which means the constant traveler. 
Other examples include MilleMiglia (of Alitalia), Alfursan (Saudi Arabian 
Airlines) and Fidelidade (TAM). Perhaps the prize for the most poetic 
name goes to EVA Airways, which relaunched its program as Infinity 
MileageLands. Poetic or prosaic—there seems to be little correlation 
between a particular naming approach and the success of the program. 
What does matter however is how close or distant the program positions 
itself versus the brand of the associated airline. Some rely heavily on the 
brand of the mother airline, and will incorporate brand elements into the 
brand, and look and feel of the airline. Others take a more distant 
approach, as they evolve from a pure frequent flyer focus to a broader 
coalition set-up. When it comes to elite tiers, programs either use the gen- 
erally adopted tier indicators (silver, gold, platinum plus different permu- 
tations on the same theme), whereas others have adopted a more 
proprietary approach for naming their best customers’ tier. Notable exam- 
ples include the A-/ist (Southwest Airlines’ Rapid Reward program), 
Solitaires (Singapore Airlines’ Krisflyer program) and HON Circle (Lufthansa 
Group's Miles & More program). Similar to the naming of programs, there 
is little to no evidence to suggest that one approach will provide better 
results than the other. And with the arrival of alliance-wide tiers (for 
example Star Alliance Gold and Silver tiers) it has become significantly 
easier for front line staff to map any partner card to the right level of 
benefits. 
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The early programs relied almost exclusively on the supply of distressed 
seat inventory to satiate the demand for awards. But as the programs grew, 
and demand started to outstrip supply, programs had to become more 
sophisticated in finding more awards, and managing their underlying cost. 
Some of the larger programs today have a team that is dedicated to manag- 
ing the supply of awards. The scope of this team generally falls into two 
areas: designing the award portfolio, and optimizing the underlying cost. 
In terms of the design of the award portfolio, many programs have gone 
beyond traditional flight awards to include non-air awards such as mer- 
chandise and gift vouchers. And even within the air awards category, many 
programs have conceived a more elaborate offering by redesigning the 
classic grid into one that provides greater access to seats albeit at differenti- 
ated pricing. More advanced programs have started to proactively manage 
the award supply based on the member type or member value. They may 
steer availability or cost per mile redeemed based on the tier of the mem- 
ber—a top tier member for example may see seats available whereas a base 
member is not offered the same flight. Working together closely with the 
analytics team, the awards are tailored to the member audience. 

At the core of the technology function sits the main loyalty system. Over 
time, the systems migrated from bulky mainframe applications to more 
versatile cloud-based solutions. Most airlines use external partners for the 
system, although some have acquired the source code of the system and 
continue to develop it in-house. The technology team is responsible for 
maintenance and development of the system, delivering solutions that meet 
the specifications articulated by the business. Typically a range of technol- 
ogy solutions is used, as no single application can meet all business require- 
ments. Afhliated systems include the data warehouse, campaign management, 
and a host of analytics solutions including data visualization tools. The tech- 
nology team also is responsible for maintaining a data security protocol, as 
well a disaster recovery plan. Programs typically have a fallback plan in case 
the primary database fails. Given the deep linkages with airline systems, the 
IT function will also work in close collaboration with the airline teams 
responsible for the systems like the central reservations system, the depar- 
ture control system and revenue accounting systems. 

Terms and conditions, partner contracts, compliance with data secu- 
rity and privacy legislation are typical areas of focus for the legal team. 
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Large, autonomous programs will have a sufficiently large workload to 
watrant one or more dedicated legal resources but many of the smaller 
programs would make use of the legal department of the airline. In some 
cases, they may also use the support of outside legal counsel. 

The customer care function is an integral part of the FFP. Many airlines 
initially relied on the existing call center structures to service FFP members, 
but as the programs grew in size and complexity, having a dedicated 
function became the norm. Today many of the FFPs run comprehensive 
customer care centers that cover every type of interaction from inbound 
calls, to emails and social media. Servicing the members can be a gargan- 
tuan task. Arvato Services, a business process outsource provider, reported 
that fifteen million Miles & More members (of Lufthansa) sent in roughly 
two million letters, faxes and emails per year with their individual requests 
(Hanisch 2008). Each request has to be assessed, and processed accord- 
ingly. Requests will vary from retro-claims, to lost cards to other issues. 
A typical structure may include a front and back office, each having its own 
clear areas of responsibility. Like many other business, airlines and FFPs 
have pushed to drive interactions online both in an effort to reduce cost as 
well as to improve relevancy and speed of interactions. However, for certain 
market and certain types of interactions (for example complex award book- 
ing itineraries), an interaction over the phone still remains the only viable 
way of servicing that member. Some programs have implemented a fee 
policy, where members have to pay to interact with the call center. Others 
have sought to reduce costs by outsourcing certain functions to specialized 
service providers, in some cases located in lower operating costs countries. 
It has become the norm for calls to be triaged based on member tier or 
member value, effectively providing better service to higher tiered mem- 
bers. Some programs still maintain a physical presence at the airport, offer- 
ing customer service to members at dedicated desks. 


The Typical Size of the FFP Department 


Obviously, the size varies from program to program, but large programs 
can employ hundreds of full time employees, excluding the customer care 
staff. Miles & More GmbH (a 100 percent subsidiary of Lufthansa 
Group) employs approximately 200 people. It is worth to note that Miles 
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Fig. 2.2 Multiplus growth in employees 2010-2016 


& More’s responsibility includes the management of the online stores 
(Lufthansa WorldShop and SWISS Shop), as well as the retail outlets of 
the same name at selected airports (Miles & More 2016). The Qantas 
Frequent Flyer program grew from a unit of 20 people in the airline mar- 
keting team in 2007 to more than 200 staff by 2012 (Dunn 2012). 
Multiplus, the program afhliated with LATAM in Brazil, witnessed sig- 
nificant growth in staff numbers over the period from 2010 to 2016. It 
more than tripled its total staff count over a six year period—see Fig. 2.2 
for the built up over time (Multiplus 2017). In smaller airlines, with 
smaller programs, the staff numbers will be drastically smaller. 

Outside the FFP, there can be an extensive list of partners and service 
providers that complement the core offering of the FFP service delivery. 
Chapter 5 offers a detailed overview of the FFP ecosystem and its 
constituents. 

When it comes to staffing the FFP department or company, histori- 
cally programs have relied heavily on the airline as the main source of 
talent. Two schools of thought have emerged over time with respect to 
the best way to staff the senior roles in the FFP. One approach, which 
is not uncommon in other industries as well, focuses on management 
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rotation across different departments. It places managers in a role for 
certain time period after which they rotate to another department. The 
advantage of this approach is building well-rounded managers, with 
hands-on experience across multiple disciplines in the company, pro- 
viding them not only with new skills, but also a better understanding of 
the interconnectivity of the individual pieces. Another approach is the 
deployment of deeply specialized resources, who effectively stay within 
a certain domain expertise. A global workforce of FFP specialists has 
now emerged, that is highly mobile and therefore can move across dif- 
ferent companies. But with the expected growth of loyalty programs in 
emerging markets, it is likely that the market for deeply specialized 
resources (for example in liability management and reward unit cost 
management) will remain constrained in the future. 


The FFP in Day-to-Day Airline Operations 


Airline operations are characterized by a deceivingly simple core activity (fly 
from A to B), but in reality running an airline is a hugely complex opera- 
tional undertaking. It requires a sequence of actions and events to occur in 
an orchestrated manner, yet many factors are outside the direct control of 
the airline. 

The FFP is deeply rooted in the airline’s operations for two primary rea- 
sons. Firstly the members of the FFP represent the bulk of the airline’s best 
customers and therefore will play a role in operational decision-making. 
When faced with certain operational trade-offs, the decision to pursue a 
certain decision may be influenced by the presence of (elite tier) frequent 
flyers. Secondly, the program is heavily reliant on the ongoing and consis- 
tent delivery of airline benefits that touch virtually every touchpoint in the 
customer journey. From the moment a member first calls the airline to 
make a reservation, or picks up a mobile or tablet to make a booking, it has 
become increasingly standard practice to try and identify the member. In a 
call center setting specifically, it has become standard practice to prioritize 
calls from high tier members. In digital channels, identification of the mem- 
ber will enable serving more relevant and targeted content. At the airport 
itself, the airline and its partners deliver a range of FFP associated services 
that range from onsite parking to priority boarding, and virtually every step 
in the process along the way. Streamlining members through fast tracks, 
providing additional luggage allowances at check-in counters, last-minute 
upgrades for miles through check-in kiosks, involuntary upgrades—the FFP 
is a key component in the product offering. Every step along the way, the 
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FFP plays some form or role. Membership in the FFP also is an important 
consideration in dealing with irregular operations events. When airlines 
face severe delays, for example in the case of bad weather, it will have to 
make decisions around re-booking passengers, as well as the provision of 
accommodation for stranded passengers. Tier membership in the FFP is one 
consideration taken into account in the design of the policy that governs 
these kinds of situations. Many airlines today run sophisticated operations 
control centers where every airplane move is closely monitored. For a while 
now, airlines have been able to scan PNR repositories and combine this with 
actual operational data allowing the airline to proactively solve for prob- 
lems, like a missed connection. What it means in reality is that, when a high 
value tier member is identified as likely to miss a connecting flight, a proac- 
tive recovery plan can be put into place. This may include rebooking on a 
different flight, but could also involve offering some form of goodwill ges- 
ture post-trip, like miles or another form of compensation. On the airplane 
itself, an increasing number of airlines is equipping cabin crews with the 
information and tools required to provide a more customized experience to 
passengers based on individual customer characteristics. This approach goes 
far beyond the traditional practice of marking elite tier members on the 
passenger information list. It incorporates a combination of recent events 
and structural characteristics that will help craft a more tailor-made 
approach on board. A large number of airlines already award frequent flyer 
miles on on-board shopping, and some allow redemption of miles to pay 
for on-board purchases. But airlines are taking it further. New inflight 
entertainment systems (IFE) and better, more affordable communications 
systems are allowing airlines to embed the FFP in the on-board experience. 
This ranges from offering Wi-Fi connectivity for miles, to actively enrolling 
new card holders for the co-branded credit card. 


Notes 


1. See Chap. 8 for an analysis of the balance of trade between Multiplus and 
TAM. 

2. The survey defined AirAsia, Airberlin, GOL, JetBlue, Southwest, and 
Virgin Australia as “value-oriented” airlines. CAPA Centre for Aviation, a 
provider of aviation market intelligence, does not include Airberlin and 
Virgin Australia as part of its list of LCCs. 


3. See Chap. 5 for a discussion of the airline partnership contract. 
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Core Elements of the Frequent 
Flyer Program 


A frequent flyer program (FFP) in many ways is unlike any other business. 
At its core sits an intangible currency—a currency which value greatly var- 
ies depending on its ultimate use in the form of an award. To understand 
the dynamics of a FFP it is useful to break it down into key elements. ‘This 
chapter will focus on five key areas: the accrual of miles, award redemp- 
tions, elite programs, member communications and promotions, and 
program policies. 


The Accrual of Miles 


Although quite logically it is all about the award at the end of the journey, 
the way to get there is through the accrual of miles. This section will 
explore how members can earn through a variety of options, and why the 
programs have adopted the various structures. 
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Earning Miles for Flying 


Earning miles for flights is how it all started—and in many programs 
accruals on flights are a building block of the program. For every flight 
taken, the member will receive a set number of miles subject to a number 
of criteria including distance, the fare paid, and any applicable promo- 
tional offers. Most programs actually require the member to make the 
flight in order to get the miles, in part due to administrative restrictions 
and fraud prevention. 

Generally speaking, there are three types of accrual mechanisms in the 
industry: based on distance traveled (sometimes in combination with the 
fare paid), a fare-based accrual system (typically referred to as value-based 
accrual), and systems that are based on other criteria like a sector count. 

Although an increasing number of airlines is adopting the value-based 
approach to accrual, the majority still use the distance-based structure. In 
its purest and most simple form, the member would earn one frequent 
flyer mile for every mile traveled. But in reality, most distance-based pro- 
grams use a variety of differentiating factors that impact how many miles 
ultimately are earned. Most of these modifications or accelerators have 
been designed with the idea in mind to reward more profitable behavior. 
The most prominent one is the bonus for travel in premium cabins, where 
members depending on the airline can earn up three or four times as 
much when they travel in business or first class. Likewise, some programs 
offer minimum miles on short-haul sectors in an attempt to make the 
program more attractive or competitive for sometimes lucrative short- 
haul travel. A combination of those two is also possible. The Lufthansa 
Miles & More program awards 2000 miles for a one-way flight in Europe 
booked in J class in business class, for example on the Frankfurt-Paris 
route which in reality is only 279 miles. The huge multiplier offered 
reflects the profitability of the fare paid. On the flipside, programs also 
started to reduce the number of miles earned on the lower-yield inven- 
tory buckets across all classes. So instead of earning the actual mileage, 
the member would either earn a deeply discounted number or a fixed 
number of miles. Some programs exclude the lowest fares from earning 
any miles at all. Different views exist on whether this exclusion is ulti- 
mately beneficial to the program. Some advocate that giving a token amount 
would at least help to build engagement (and allow for better customer 
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Table 3.1 Scandinavian Airlines EuroBonus accrual structure based on zones 


Flights in Europe Basic Points per one-way trip 


SAS GO SAS PLUS 


Booking class U.K,.1.1,O:¥.-6 E, M, H, Q, W J, Y, 8, B, P, A C,D,Z 
The Nordic countries, 250 500 750 1000 
Baltic states 

Other countries in 500 1000 1500 2000 
Europe 


Source: Scandinavian Airlines 








tracking), whereas others believe the token amount to be meaningless in 
terms of miles earned. Some programs use a combination of distance and 
value in the form of a zonal system. The number of miles awarded is a 
function of the zones of origin and destination in combination with the 
particular fare class traveled on. Scandinavian Airlines’ EuroBonus pro- 
gram for example awards points using this approach. Table 3.1 shows 
how fares are grouped together in two fare families, and within each fare 
family there is a further classification based on the actual booking class. 
In 2004 Air New Zealand, as the first major airline, changed from 
distance-based model to a value-based model. (America West's FlightFund 
had started the trend earlier but disappeared after the merger with US 
Airways in 2006). What was most remarkable about Air New Zealand’s 
shift was the adoption of Airpoints dollars on the redemption side, allow- 
ing Airpoints dollars to be used to pay for fares at a 1:1 ratio. Accrual was 
tied to spend, but through table-based formula. It signaled a major shift 
in FFP dynamics as traditionally the miles were earned as a combination 
of distance traveled and the cabin class service. Under the revised model, 
members would earn based on the dollar value of the ticket. In the fol- 
lowing years, others followed including Virgin Australia (Virgin Blue at 
the time), JetBlue, AirAsia and Pegasus Airlines. Their relative late start 
allowed these programs to incorporate some of the learning of the ear- 
lier programs, including the realization that distance was a poor proxy 
for value. But also the major US programs migrated to value-based 
accrual structures, starting with Delta Air Lines at the start of 2015, 
quickly followed by United Airlines in March of the same year, and ulti- 
mately American Airlines in 2016 (the latter was going through the 
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integration with US Airways during the earlier period). It is worthwhile 
to note that Alaska Airlines, after becoming the fifth largest carrier in the 
US following its integration with Virgin America, decided to maintain a 
miles-based accrual model. 

The recalibration of the earn rules, either through reducing earn on 
low-yielding classes or by moving to value-based systems, was spurred on 
by the realization that the original one mile earned for one mile traveled 
model did little justice to true customer value. In essence, it makes no 
business or economic sense to give the same reward to two persons who 
paid very different amounts. 

Outsiders from the industry may wonder why it took so long for the 
airlines to realize this change, given how straightforward the economics 
don't add up for the original model. A number of reasons help to explain 
this inertia. Firstly, program managers may resist major changes, as they 
are part of the airline's management rotation model. Rocking the boat 
presents a major risk, and does not always offer commensurate rewards. 
Secondly, on a very practical level, legacy airlines were not always able to 
pinpoint the exact dollar value of a coupon. Especially indirect channels, 
like travel agents and consolidators, can present a challenge when it 
comes to fare approximation. Thirdly the existing model was deeply 
enfranchised with the members, meaning it would cause some significant 
effort to explain and promote the new model. Fourthly, in the case of 
adopting value-based accrual, for airlines that operate a network that 
spans many different markets, choosing a single currency as the denomi- 
nator may lead to unwanted effects. Lastly, moving to a value-based pro- 
gram will still require solving for airline partnerships, where activity on 
the partner airline may be denominated in miles. 

So, is there clear winner between the two models? At this point, it is too 
early to say whether value-based will be the industry-standard in years to 
come. Some scientific literature favors the value-based model as it allows 
for greater profits for the airline based on strategic behavior by members. 
Chun and Ovchinnikov (2015) argue that by switching from the distance- 
to the value-based program, the airline stands to benefit more as a result of 
members “spending up’—that is paying more for the same product or 
service in order to qualify for the premium status. An important 
consideration identified by them is the reduction in cost associated with 
“spending up’ compared to “flying up” behavior encouraged under the 
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mileage-based programs. Flying-up could be described as mileage-running, 
or flying more than necessary in order to qualify for the premium status. 

What is clear however is that both models offer advantages and draw- 
backs. Both are conceptually easy to understand and communicate, but 
depend heavily on the amount of tweaking and customization required to 
make them work. Delta Air Lines for example imposes a limit of 75,000 
miles maximum that can be earned on any ticket purchase. Too many excep- 
tions and permutations to the model will make it very difficult to commu- 
nicate the program effectively to members. And even under the value-based 
program, not all spend is created equally. Compare for example a last-min- 
ute purchase from New York to London in business class (quoted at USD 
14,138.97 on britishairways.com) with a similar total purchase amount 
across ten or even twenty flights—clearly the former is more profitable. 

When a program elects to deploy value-based accrual, it does not nec- 
essarily mean that redemptions are value-based as well. Generally speak- 
ing, six different types of program structures can be observed taking into 
account the different options between value-based and distance-based 
options. Figure 3.1 provides an overview of the different permutations as 
well as examples for each category. 

The third type of accrual (so other than distance or value-based) repre- 
sents a small group of programs, and that size is probably shrinking, that 
offers another variation of earning credits. Instead of counting miles flown 
or dollars paid, they simply look at the number of flights a member makes, 
and after reaching a certain threshold, a reward becomes available. TrueBlue, 
the program of JetBlue, before its relaunch in 2010 offered an accrual struc- 
ture based on segments, where members would earn two, four, or six points 
depending on the length of the flight, and double points for online book- 
ings. The price of an award ticket was fixed at one hundred points. Very 
simple to communicate to members, but in its purest form it offers little 
differentiation by means of individual customer value. Another drawback 
of this type of one-size-fits-all program is the potentially high bar to getting 
an award, which would typically require a lot of flying activity. Lastly, it 
could be challenging to monetize the loyalty currency with partners as it is 
more difficult to sell a chunkier currency. JetBlue made a number of changes 
to its program, including a new earn structure that awarded three points for 
every dollar spent, with the continued bonus for online bookings. 
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Fare 


Accrual is based on 
actual dollar spend 
Loyalty currency has 
fixed nominal value and 


EARN BASIS 


Zones 


¢ Accrual is based on 
zones and booking class 

e Loyalty currency has 
fixed nominal value and 


Distance 


Accrual is based on TPM 
and booking class 
Commercial fare is 
translated into miles- 








2 can be used for any fare can be used for any fare amount (in addition to 
ie classic grid) 
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2 Example: Example: Example: 
aa) Air New Zealand Aeroplan Market Fare 
= Norwegian Rewards Airpoints Flight Rewards 
E 
S Accrual is based on e Accrual is based on Accrual is based on TPM 
Lu actual dollar spend zones and booking class and booking class 
Q Redemption grid is Redemptions are based Redemptions are based 
oc wn based on zones on zone of origin and on zone of origin and 
e zone of destination zone of destination 
Ñ 
Example: Example: Example: 
American Airlines Scandinavian Airlines Singapore Airlines 
AAdvantage EuroBonus KrisFlyer 
Fig. 3.1 Overview of possible accrual and redemption structures 


What is the Value of a Mile? 


Winship (2011) estimates that (for US programs) the average value is about 
USD 1.2 cents, noting a possible range from less than USD 1 cent to more 
than USD 10 cents per mile redeemed. The value per mile can be derived by 
projecting the value of the redemption items, broken down in a per mile 
value. For example, if a roundtrip from Sydney to Hong Kong on Qantas is 
137,900 points, and the equivalent lowest base fare is AUD 770, the value 
achieved per mile redeemed is 770 / 137,900 = AUD 0.0055. This is approach 
will yield a significant variance in the value per mile, depending on the 
basket of redemption items included in the comparison (in most cases, 
redeeming for premium cabins will yield much higher per mile value). 
Redeeming 105,000 Aeroplan miles for a one-way Tokyo Haneda to 
Frankfurt on first class Lufthansa (retailing at JPY 1,970,270) yields a value 
per mile of more than USD 16 cents. Sorensen (2013) noted that there seems 
to be an inverse relationship between award value and ease of redemption. 
Classic or saver style awards in first and business class provide the best value, 
but were observed to be the most challenging seats to find. Car rental, 
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(continued) 


hotel and merchandise awards are almost always readily available, but tend 
to represent a lower value of about USD 1 cent per mile redeemed. However, 
expressing the richness of a program in a monetary value per mile is but 
one way. A few different approaches exist to calculate the generosity of a 
FFP. A commonly used approach is the earn-burn metric. It expresses the 
number of trips a member needs to make in order to accrue enough miles 
to redeem on the same city pair ceteris paribus. The simplicity of the model 
makes it attractive, and can be easily used to do a quick comparison of pro- 
grams. However, it may oversimplify matters as it does not take into account 
other factors such as availability, taxes and surcharges. Another more com- 
plex approach defines generosity as a payback percentage out of eligible 
spent on the airline. For some programs, like Norwegian Rewards, the per- 
centage is fixed and therefore very transparent. Members earn 2 percent 
CashPoints on LowFare tickets and 20 percent CashPoints on Flex tickets. 
The currency earned is as good as cash, and can be used towards any future 
purchase on the airline. Constructing an economic payback analysis for a 
traditional mileage- or even revenue-based program will be more challeng- 
ing, as one needs to consider what is the true economic value of the 
redemption item. In the case of merchandise this is fairly straightforward 
(think for example of an iPad where a retail value can easily be assessed). 
On the other hand, assigning a value to a redemption award that is subject 
to availability restrictions, and possibly subject to significant taxes and sur- 
charges, is a more complicated matter. Suzuki (2003) also confirms that is 
difficult to answer what FFP gives the best benefit, as the answer varies 
among individual travelers. Conversely, even from an airline perspective, 
assigning the right nominal cost per mile redeemed is not an easy feat.' 


Earning Miles Outside the Airline: Direct Earn 


From the early days on, programs realized there was an opportunity to 
sell some of its currency to partners, as members wanted to grow their 
balances, and partners were keen to drive business by luring new custom- 
ers to them. Today, in a number of programs miles earned outside the 
airline exceed those earned for flying the airline. Some examples can be 
found in Fig. 3.2. But regardless of the exact percentage, the proceeds 
from the sale of miles to external partners have become the driving force 
behind the program’s financial success. Tapping into the third-party rev- 
enues, like banks and retailers, has fueled the financial power of the pro- 
gram, and ensured their ongoing financial viability. 
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Fig. 3.2 Share of non-air partner miles accrual for selected airlines 


Earning outside the airline falls broadly into two categories. Firstly, there 
are partner airlines of the FFP. In an effort to increase the network, many 
airlines form partnerships with other airlines. The spectrum of partnerships 
is very extensive, ranging from straightforward code-share agreements on a 
single route, or a set of routes, to comprehensive joint ventures that cover a 
particular section of the network and where all revenues and costs are 
shared. Although the FFP may not necessarily be in the driver's seat when 
it comes to picking and finalizing partnerships, a form of FFP agreement is 
typically part of the master partner agreement. Think for example when 
airline A partners with airline B in an effort to extend it network, members 
of the FFP of airline A would expect to be able to earn miles on flights oper- 
ated by airline B that were marketed under the name of airline A. Airline 
partnerships greatly enhance the network, but the financial contribution 
would typically be small in comparison to non-air partners. 

The second category of partners entails non-airline partners. 
Traditionally the programs looked at travel-related partners, like car rental, 
hotel and cruise companies. But given the typical associated spend on 
these categories, and how they would allocate miles, the earn potential 
was somewhat limited for the average frequent flyer. With the advent of 
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co-branded credit card partnerships however, it became possible to start 
earning miles on a far larger slice of the everyday spend. The typical co- 
brand credit card value proposition allows members to earn a fixed num- 
ber of miles per monetary unit. Coupled with large sign-on bonuses, the 
credit card category quickly became a force to reckon with. Chapter 5 
offers a more detailed discussion of co-branded credit cards. 


Earning Miles Outside the Airline: Conversion 
Programs 


Whilst the direct accrual of miles on third party services proved to be a 
profitable and effective way to widen the accrual offering, the programs 
found another way to grow the miles pool. By offering conversion from 
other loyalty programs, FFPs started to dip into a far larger pool of loyalty 
currency balances. Conversion partners range from bank loyalty pro- 
grams to retail and fuel. Although these programs typically would offer 
their proprietary awards portfolio, some segment of the market was inter- 
ested to convert those loyalty points into frequent flyer miles. Most con- 
version agreements are one-way, meaning that you can transfer into the 
FFP, but not out from the FFP to the partner. It is a reflection of both the 
airlines’ desire to avoid having to pay for any third-party currency, as well 
as the general popularity of the FFP in comparison to other loyalty pro- 
grams because of their attractive value proposition. Whilst conversion 
can be a welcome addition in terms of growing the potential pool of 
points, it is generally looked upon slightly less favorably than direct earn 
for a number of reasons. Firstly, with conversion the main brand afhnity 
remains with the partner, as it is the partner’s brand and currency which 
is being earned and ultimately converted. Secondly, if conversion is not 
automatic but only done at the request of the member, it could have 
repercussions from a breakage point of view. It is likely that the partner 
will obtain the benefit of breakage of unused points. Lastly, some partners 
impose certain restrictions on conversions, such as minimum amounts, 
or conversion service fees. Both create an additional layer of friction in 
the conversion process, which may be helpful from the partner’s point of 
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view to finance the agreement, but which is less than ideal for the 
FFP. Overall, FFPs need to find the best fit in terms of direct earn versus 
conversion partnerships. Chapter 5 offers a detailed discussion of various 
partnering options. 


Purchasing Miles by Members 


There is no limit to what people are willing to pay for a free ticket, 
remarked a senior FFP leader a few years back at a conference. And 
indeed, many programs have started to offer mechanisms that allow 
members to buy miles directly off the program—usually at high yields 
per mile sold—to reach the required number of miles for a particular 
award. Most offer this feature as part of the redemption booking process. 
When the member is short of miles, he or she can top-up the missing 
miles by purchasing the miles for a nominal fee. Some programs impose 
restrictions around the total number of miles the member can buy for a 
certain period, like a year. By making the miles more accessible, some 
wondered whether it would undermine the overall pull factor of the pro- 
gram and reduce member engagement. Overall however, it seems that 
most program management have made the trade-off and realized that the 
revenues from the sale of miles would outweigh the short-term negative 
impacts of opening the funnel. One notable exception is Lufthansa which 
discontinued the option to purchase miles in 2014. However, Lufthansa 
continues to offer a miles advance option whereby Senator tier members 
can receive an advance of up to 50,000 miles, and HON Circle members 
(the highest tier) can receive an advance of up to 100,000 miles. Others 
continue to sell miles, sometimes using attractive special offers to gener- 
ate more demand (for example LifeMiles regularly runs promotions 
offering significant bonuses). Table 3.2 provides examples of miles top-up 
options for a fee across different programs in existence today. 

Direct purchases of miles by members can be a material source of reve- 
nues. LifeMiles for example reported that 25 percent of the 2014 gross bill- 
ings was generated by members’ direct purchases (Avianca 2015). But 
mileage top-ups are not limited to stand-alone purchases. Virgin Atlantic 
offers another way to boost the member's balance. Its Miles Booster product 
provides an opportunity for members to purchase additional Flying Club 
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Table 3.2 Top-up options offered by FFPs 


FFP Price per mile/point sold Notes 

1 AirFrance- EUR 0.0275 per mile Ivory (base) members can purchase 
KLM Flying a yearly maximum of 75,000 Award 
Blue Miles; Elite members can buy an 

unlimited number of Award Miles 

2 Alitalia EUR 0.0250 per mile Members can buy up to 50,000 miles 
MilleMiglia every year 

3 Cathay Pacific USD 0.03 per mile (Sold Member must have at least 70 
Asia Miles in blocks of 2000 miles) percent of miles required for an 

award ticket 

4 Delta Air USD 0.035 per mile Maximum miles purchased per year: 
Lines 60,000 miles 
SkyMiles 

5 Qantas AUD 0.02375—AUD 0.04 Member must have at least 80 
Frequent per point (depending percent of points required for an 
Flyer on the quantity award ticket 

purchased) 

6 Singapore USD 0.04 per mile (sold Member must have at least 50 
Airlines in blocks of 1000 miles) percent of miles required for an 
Krisflyer award ticket 


Source: Company websites 


miles against any Qualifying Flight by buying the point-to-point base flown 
or double the base flown miles. By pricing miles purchased via Miles Booster 
at GBP 0.010 per mile, it provides an incentive to purchase a ticket and use 
the Miles Booster as regular miles purchases are priced at GBP 0.015 per 
mile, and are subject to a GBP 15 administrative fee per transaction. A final 
avenue to purchase additional miles are the hotel loyalty programs, many of 
which offer the ability to convert hotel points into FFP miles. Starwood 
Preferred Guest for example allows transfers to a range of airlines, and offers 
a bonus of 5000 points for every 20,000 SPG points transferred. Hotel 
loyalty programs regularly also offer points purchase promotions. 


Award Redemptions 


From the original free ticket to Hawaii offered by American Airlines, 
the award side of the programs has evolved into comprehensive award 
propositions that offer everything from tickets and upgrades to mer- 
chandise, and special experience awards. The numbers can be staggering. 
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As an illustration, since Emirates Skywards’ inception in 2000, members 
have redeemed 220 billion miles on award flights, hotels stays and access 
to events worldwide (Emirates 2016). Award travel still represents the 
bulk of the awards, but programs are also increasingly introducing 
awards other than flight-related options. These so-called non-air awards 
can represent a lower mile unit cost, and therefore an attractive alterna- 
tive for FFPs. 

Designing an optimal awards portfolio requires careful planning and 
calibration. Obviously, the cost of awards is a key element, but also the 
depth and attainability of awards plays an important role. Research sup- 
ports that the effectiveness of a loyalty program largely depends on the 
number of awards offered and the number of miles required to redeem a 
particular award (Dréze and Nunes 2007). More specifically, they dem- 
onstrate that increasing divisibility can allow for increased loyalty among 
those with low mileage balances. However, this research also reveals how 
too much divisibility can be de-motivating as it diminishes the effectiveness 
of awards as goals (as the awards are too easy to achieve, the stimulating 
effect diminishes). Other studies however strongly emphasize the power 
of redeeming an award in loyalty programs, arguing for the removal of 
barriers. Dorotic et al. (2014) introduce the concept of redemption 
momentum, showing how the decision itself to proceed and redeem an 
award significantly enhances purchase behavior before and after the 
redemption event, even when members redeem just a fraction of their 
accumulated points. To complicate matters, a lower-priced award grid is 
not necessarily more attractive to members. Kivetz and Simonson (2003) 
found that when consumers believe they have an effort advantage over 
other members, higher program requirements magnify this perception of 
advantage and can therefore increase the overall perceived value of the 
program. In the context of a non-travel loyalty program, Kivetz’ (2003) 
research proposes that program management should vary in a non-linear 
way the relative share of sure-small awards (for example a guaranteed free 
cup of coffee) versus large uncertain awards in their reward mix (the 
chance to win a USD 1000 voucher). Meyer-Waarden (2013) proposes 
that FFP awards can be categorized as economic, social-relational, 
hedonic, informational, or functional awards. Furthermore, he distin- 
guishes between two types of motivation in the context of an FFP: 
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intrinsic motivation and extrinsic motivation. Intrinsic motivation can 
be described as being motivated by getting an award that is in line with 
the interests and priorities of that member. Extrinsic motivation on the 
other hand results from the offer of external awards in exchange for the 
desired behavior (the most commonly cited external awards are economic 
benefits). Meyer-Waarden suggests that programs could improve by bet- 
ter understanding (or segmenting) different customer purchase orienta- 
tions. By aligning the right type of award to the purchase orientation of 
the customer, the nature of the motivation can become intrinsic instead 
of extrinsic, which is a stronger type of motivation. Compared to other 
industries, let’s say personal care or software providers, it is clear that air- 
lines have a step up when it comes to the selection of awards. International 
air travel remains an attractive award proposition. Furthermore, Kim 
et al. (2001) found that competing firms should adopt the most efficient 
award to maximize their profit, when the heavy user-segment is either 
large or not very price sensitive (an efficient award is defined as the com- 
pany’ own product which will represent a lower unit cost than products 
procured from third parties, or cash back awards). 

On the practical side, airlines typically use either dedicated inventory 
classes (also known as reservation booking designators or RBDs) for 
award travel, or map a certain category of award travel to a corresponding 
RBD. Table 3.3 shows the example of the Flying Blue program which 
uses a variety of RBDs to cater for its portfolio of redemption products. 
To coordinate redemptions, the global alliances have also increasingly 
agreed to common RBDs for award travel. Star Alliance for example uses 
the O (for first class), I (for business class), and X (for economy class) 
RBDs across the alliance to facilitate redemptions. 


Award Capacity and Availability 


Some mockingly speak of unicorn availability, as and when seats become 
available on popular routes in premium cabins. But with the major estab- 
lished programs using between 5 and 8 percent of all available seats 
produced by the airline, how difficult is it realistically to find seats? What 
is clear is that a number of factors will either increase or decrease the 
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Table 3.3. Example of award booking classes—Flying Blue 


RBD Award type 


1 F First Flex Award for Flying Blue members with elite status, and Promo 
First awards for all members. 
O Business—Classic Awards & Upgrades 
3 C Business Flex Award for Flying Blue members with elite status 
A Classic Premium Economy Award for Long-haul flights with a 
separate Premium Economy cabin. 

5 S Expanded Premium Economy Award availability for Flying Blue 
members with elite status as well as Flex Awards on Long-haul 
flights with a separate Premium Economy Cabin 

6 L Expanded Economy Award availability for Flying Blue members with 

elite status for long-haul flights. 

Economy—Classic Award 

8 T Flying Blue Classic Europe Awards are for Air France European and 
domestic flights at 25percent more miles compared to Economy 
Classic awards. 
9 B Economy—Long-haul Flex Award 
10 W Flex Premium Economy Award on Short/Medium-haul flights, the 
Economy Flex award is presented as Premium Economy, however 
books into the Economy cabin. 


N 
x< 


Source: Expertflyer.com 


chance of finding seats, including the class of travel, size of the traveling 
party, the tier status of the member, and the ability to book partner air- 
lines. To start with the first factor: redemptions for business and first class 
tend to be harder to come by, as the available pool of seats is smaller and 
airlines tend to be more protective of their high yielding products. 
Some airlines take it one step further, and completely cordon off some 
inventory—Air France-KLM for example only allows its own Flying Blue 
elite members to redeem for the exclusive Air France La Première (first 
class) product. Similarly, in 2013 Miles & More announced that from 
1 January 2014 only Senator and HON Circle members would be 
allowed to redeem for SWISS first class. 

The next factor is seasonality. Members will face difficulty in trying to 
secure a seat on a high-season, popular flight route. The 2016 Switchfly 
Reward Seat Availability Survey identified a strong dip in availability for 
the month of July. Overall, in surveying twenty-five carriers, it found that 
in 76.6 percent of the award itineraries queried, some form of result was 
obtained (Ideaworks 2016) for the saver or classic style reward category. 
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Given the sometimes negative consumer sentiment around award 
availability, the actual number appears quite high. In part, this could be 
explained by the fact that programs have become sawvier in using the full 
options of the network, resulting in more availability but at the same 
time it could also lead to less direct, or more circuitous routings. A 2016 
Audit Report by the Department of Transportation found that for the 
airlines included in their investigation award seats were available for the 
vast majority of flights. In fact, 99 percent of the flights had award seats 
available for the routings queried, out of which 63 percent offered seats 
at the classic or saver level. This number dropped however to around 13 
percent for flights during a high-season holiday week (US Office of the 
Secretary of Transportation 2016). 

Deciding how many seats should be allocated for award travel obvi- 
ously is a key question for any FFP—and can be a challenge at times. 
Some of the associated difficulty is related to the fact that typically reve- 
nue management is in charge of this question, and not the FFP itself. In 
the early days, revenue management had ample opportunity to steer 
award travel to unsold seats. With lower load factors, and smaller pro- 
grams, airlines could effectively rely on ‘unused’ seats. However, over 
time load factors increased significantly across the board, effectively 
reducing the pool of available award seats. As an illustration, US 
Department of Transportation data shows an increase in passenger load 
factor from 66 percent in 1995 to 86 percent in 2015 for US domestic 
flights across all type of airline sectors (Fig. 3.3). 

Similarly, on a global level, IATA data showed an increase in load fac- 
tor from around 70 percent in 2000 to approximately 80 percent in 2015 
(IATA 2016). With that increase in load factor, programs had to find 
other and better ways to secure award seat inventory. Acommon approach 
to secure access is for the program to enter into an agreement with reve- 
nue management around the quantum of seats that should be made avail- 
able for award travel. These agreements tend to be negotiated directly 
with revenue management, often under the guidance of the senior man- 
agement involved. The scale and firmness of the agreement is an outcome 
of management’ believe in, and ability to articulate, the value of offering 
a solid award proposition. Some airlines opt for fixed allocation mecha- 
nisms, whereby a fixed number of seats is made available for redemption 


74 3 Core Elements of the Frequent Flyer Program 


90% 


85% 


80% 


75% 


Load factor 


70% 


65% 


60% 


NO O wA ©% QO O ad A M N O a WO QA O A N M TFT WN 
Nana oa o oa o O O O O O O FO O0 O0 A A A gd a aA 
ND DD HD O O O O O O O O O O O O O O O O 
A A A TA A N N N N N N N NNNUNN NANANA AN 


Fig. 3.3 Total US system load factors (for network, LCC and other carriers) 
Source: MIT Airline Data Project (2017) 


on every flight. Others use a mechanism whereby a certain number of 
available seat miles are protected for award travel. A key consideration 
here is the extent to which revenue management enjoys monetary com- 
pensation and recognition for accepting award passengers. In many cases, 
revenue management may believe that allocating seats for award travel 
will have a negative effect resulting from the displacement of passengers 
who would have purchased a commercial ticket. Programs that have suf- 
ficient third-party revenues from the sale miles can actually “buy award 
seats from revenue management. 

With “too many miles chasing too few seats’, airlines also became increas- 
ingly innovative in re-cutting the existing pie to ensure a more equitable 
use of the available pool. Many programs offer either preferential or addi- 
tional award seat access to elite tier members. Some programs do not 
publish this benefit, whereas others do. Lufthansa for example states that 
Senator members enjoy improved flight award booking availability, and 
for its highest HON Circle tier it offers guaranteed award availability for 
members plus three companions up to fourteen days prior to departure 
in economy and business class as long as there are commercial seats 
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available. United Airlines states that Premier members have better access 
to Saver Awards in economy class. Additionally, Premier Platinum and 
Premier 1K members have better access to Saver Awards in business class, 
and first class on two-cabin aircraft. Singapore Airlines offers priority 
confirmation for Economy Class Saver award tickets for Solitaire mem- 
bers, or any of their redemption nominees. Aeromexico’s Club Premier 
Titanium members are assured one award ticket per year with Aeromexico, 
on any route, provided that there is physical space on the plane. Many 
programs also differentiate award availability by booking source. It means 
that different availability is provided for members of partner programs. 
This could be done to preserve award availability for the program’s own 
members—something which could be particularly relevant if the pro- 
gram in question is partnered with a far greater program, whose member- 
ship base could easily use the available seats. Besides size of partner 
programs, booking patterns may also play a role here—with some mem- 
bership populations booking earlier than others, it could impact the 
availability for home carrier program population. Another example is dif- 
ferentiation by the actual product offered on the aircraft. Although there 
is no formal policy published, many observers believe that Singapore 
Airlines restricts business and first class award flights on its Airbus A380s 
and Boeing 777-300ERs for members of most partner FFPs—until 
recently these aircraft types had the most advanced products, including 
the Suite first class product on the Airbus A380. Members of its own 
Krisflyer program are allowed to redeem seats in business and first class 
on these aircraft types. It does allow partner members to book on the 
airline's Airbus A330, Boeing 777-200, Boeing 777-200ER and the 
(non-ER) Boeing 777-300, plus on the Airbus A350 if they can find 
available seats. It is interesting to note that the inverse can also happen— 
some program block access to partner awards for certain periods of time. 
The rationale for this could be to reduce cash flows out, or repair imbal- 
ances in the commercial settlement between airlines. United Airlines for 
example was believed to be engaged in what some sources described as 
“Starnet blocking”’—where it closed access to certain Star Alliance part- 
ner award inventory (Kralev 2008). In another twist, Southwest Airlines 
only allows Rapid Rewards credit card members to use points to redeem 
for international flights, hotel stays, car rentals, and gift cards. 
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Award redemptions on airline partners, either through an alliance 
setting or bilateral agreements, can provide not only additional destina- 
tions and availability, but also the attraction of international premium 
travel. Alaska Airlines reported in 2013 that 84 percent of its Mileage 
Plan reward segments were flown on the Alaska Airlines Group, and 
only 3.5 percent on its international partners including Air France- 
KLM, British Airways and Emirates. However about 40 percent of 
those redemptions on the international partners were in first and busi- 
ness class, demonstrating the attractiveness of international premium 
travel (Alaska Airlines 2013). 

There appears to be little uniformity when it comes to the point in 
time at which airlines release award inventory into the system. Avios for 
example communicates that members are able to book long-haul Avios 
reward seats 355 days in advance, and short-haul Avios redemption seats 
11 months in advance. Others use a more fluid approach, whereby seats 
get released (or not) depending on the booking curve development of the 
flight. For major airlines, this process could be automated with award 
travel being nested within the revenue management hierarchy, opening 
and closing depending on specific booking patters. The average hovers 
around eleven months prior to the travel date. And of course, revenue 
management may decide to add or remove award capacity depending on 
the actual booking curve of the flight. For most programs however, the 
best availability for members would be right at the beginning of the 
booking window giving access to the standard allocation that is loaded 
into the system. British Airways announced in 2015 that a minimum of 
four seats in economy and two in business will be available for booking 
with Avios on every flight (British Airways 2015). A number of FFPs 
including Cathay Pacific’s Asia Miles, ANA’s Mileage Club, and United 
MileagePlus, allow waitlist bookings for redemption tickets (which is dif- 
ferent from widespread upgrade waitlists). Similar to revenue tickets, a 
waitlist booking can be made for a flight, or itinerary, that does not have 
award seats available. Instead of booking the award ticket, the member is 
offered the possibility of waitlisting. Should the award seat become avail- 
able, the member is notified and can proceed to issue the ticket before a 
stipulated deadline. United Airlines only allows Premier (elite tier) 
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members to waitlist. According to United Airlines, Premier members 
may waitlist for first and business class on flights operated by United and 
United Express. As additional award seats become available, they will be 
allocated to Premier members first according to Premier status. Some 
airlines require the member to have the required number of miles in the 
account before the waitlist can be made, whereas others allow waitlist 
bookings regardless. In the latter case, the member has to either earn the 
miles in order to issue the ticket before the ticketing deadline, or transfer 
in miles from a conversion partner. As mentioned, many programs do use 
extensive waitlists for upgrading of flights—both for miles as well as tier- 
based upgrades. In this case however, the member must have a confirmed 
reservation in the original booking class. Some airlines also allow holding 
of reservations, providing members with an opportunity to transfer in 
miles from a partner program like a credit card. Sometimes it pays to 
book closer to the departure date of the flight. According to Sorensen 
(2012b), most airlines delivered better availability for queries made one 
to two weeks before traveling which indicates revenue management is 
placing unsold seats into award inventory. 


Pricing of Flight Awards: Fixed Awards 


Today, many programs continue to produce award charts that inform the 
member how many miles are required for a particular itinerary. Most of 
them use a zonal approach, effectively allowing the program to club 
together destinations and origins in certain geographical zones, reducing 
the complexity of the chart. Another category entails those based on what 
the miles flown would be of the award itinerary. This represents a slightly 
more complex option, as the member has to somehow verify what the 
total mileage flown of the itinerary would be—although typically this 
functionality is offered as part of the online redemption engine. The award 
chart would typically indicate the mileage required for the different cabin 
classes. FFPs do make changes to award charts from time to time for vari- 
ous reasons. In the first place, programs may decide to change award levels 
for competitive reasons. But there are other catalysts for change as well, 
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including the introduction of new cabin classes (think for example of the 
premium economy cabin that an increasing number of airlines is rolling 
out), the discontinuation of cabin classes (many European airlines did 
away with unprofitable first class cabins, including KLM Royal Dutch 
Airlines in 1993), as well as changes to the network. China Airlines for 
example adjusted the Dynasty Flyer upgrade award levels when it 
announced that services to Amsterdam, Vienna, Rome routes would be 
operated by the new A350 aircraft starting from early 2017. An upgrade 
from economy to business class would now cost 60,000 Dynasty Flyer 
miles instead of the original 45,000 miles. It is clear that award increases 
can create negative reactions and member sentiment. Most programs price 
their awards based on return trips. Programs increasingly allowed one-way 
travel, meaning that members can book an itinerary without a point of 
return at a rate that is priced at half of the return award mileage. The move 
opened up more itinerary building possibilities as it allowed greater flexi- 
bility to customers. When Alaska Airlines introduced one-way awards in 
2007, the total reward trip volume in 2008 was 39.5 percent larger than 
the 2006 numbers. The bulk of the growth was in the form of one-way 
tickets (Sorensen 2009). Although many programs have introduced one- 
ways at half the return rate, there are still some programs that charge more 
than the 50 percent of the roundtrip rate. Thai Airways’ Royal Orchid 
Plus for example charges 9000 miles for a one-way within Thailand, and 
15,000 for a roundtrip within Thailand. 

Some programs allow mixing of different operating carriers on a single 
award ticket. Others allow mixing of cabin classes on a single award ticket. 
It effectively increases award availability as members have more options to 
choose from. Many programs today offer round-the-world tickets. Korean 
Air's SKYPASS program for example offers a round-the-world ticket on 
Korean Air and SkyTeam partners for 220,000 miles in business class.’ 
Some programs run different charts for award travel on partner airlines, 
typically priced higher in an effort to keep members on their own net- 
works. Booking a flight on the own carrier is typically offered online as well 
as via the web. ‘The majority of redemptions are done online. Scandinavian 
Airlines for example indicated that 80 percent of the redemptions are 
booked online (Scandinavian Airlines 2012). In some cases, the online 
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booking portal cannot handle complex itineraries, including open-jaws or 
stopovers. Likewise, partner airlines cannot always be booked online, so in 
some instances the member still has to book through the call center. One 
interesting conversion feature is the partnership between Singapore Airlines 
and Virgin Australia. Members of both airlines’ respective programs can 
convert currency from one program to the other in a real-time manner, 
allowing the member to gain access to each other award offerings. It is an 
interesting option, probably facilitated by the fact that Singapore Airlines is 
a shareholder in Virgin Australia. Programs like Air New Zealand’s Airpoints 
that price their own flights based on the actual fare had to solve for redemp- 
tions on partner carriers. Instead of allowing members to redeem Airpoints 
similarly like cash (through a currency conversion) on partners, it offers a 
classic award grid with the awards priced in Airpoints dollars. Table 3.4 
shows the required Airpoints amounts for redemption on partner airlines 
for a selection of routes. 


Pricing of Awards: The Introduction of Dynamic Pricing 


At some point, many programs started to realize that the award inventory 
that was priced at the fixed (sometimes referred to as classic) price level, 
was no longer sufficient to match the demand for seats at a reasonable 
level. The increase in demand for seats was a function of two factors: 


Table 3.4 Air New Zealand Partner Award Chart (selection) in Airpoints 


Per one-way sector Premium 

between Economy class economy Business class First class 

New Zealand and 230 375 720 945 
Australia 

New Zealand and 1095 1360 1705 2350 
Europe 

North America and 565 1035 1690 2145 
Europe 

Asia and North 730 — 1555 1965 
America 

North America and 1050 — 2580 3360 
Africa 


Source: Air New Zealand 
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firstly, the membership bases had grown significantly over time, and 
secondly, the range of partners where members could earn miles had 
widened substantially. As a result, “too many miles chasing too few seats” 
became an industry adage, and airlines had to find a solution for this 
challenge that could potentially threaten the ongoing success of the pro- 
grams. Each program will reach, depending on its own development tra- 
jectory, the tipping point at a different moment in time. Generally 
speaking, programs initially started to experiment with clunky price 
increases, like get access to any seat for double the number of miles: the 
Northwest Airlines WorldPerks program for example used to offer the 
aptly named RuleBuster award that lifted most capacity and blackout 
restrictions. Some programs experienced negative member feedback and 
press when they introduced dynamic pricing that was considered dispro- 
portionate (for example charging in excess of one million miles for a 
single award ticket). 

Today, programs continue to experiment and test the best way to price 
(additional) inventory. Some programs use fully dynamic pricing, whereas 
others deploy fixed step-ups, sometimes in combination with a price ceil- 
ing. The pricing element is deeply correlated to the availability dynamic, 
which will be discussed in the next section. One notable case is Delta Air 
Lines which decided to no longer publish a fixed chart at all in 2015. 
Instead, members are invited to book the itinerary on Delta.com and find 
out what the going rate is for the award. 


Taxes, Fuel Surcharges and Other Fees Imposed 
on Award Tickets 


Award travel, like regular commercial tickets, is subject to government 
imposed taxes and airline fees, such as fuel surcharges. In some instances, 
these additional charges can be significant and will have a profound effect 
on the member value proposition. As an illustration, a one-way award 
flight on Virgin Atlantic from London to Los Angeles is priced at 15,000 
Flying Club miles, plus GBP 209.17 in carrier imposed surcharges, and 
taxes, fees and charges. Similarly, a member has to pay EUR 173.53 in 


addition to 100,000 miles for a one-way in business class from Amsterdam 


Award Redemptions 81 


to Rio de Janeiro in the Flying Blue program. ‘There is little consistency 
when it comes to fuel surcharges on awards—some programs charge 
them whereas others do not. A number of airlines do offer the possibility 
of paying for (part of) the taxes and fee in miles. Although it represents a 
cash flow out of the airline, there is a segment of members that prefers to 
use miles instead of paying cash for the fees. The conversion from cash 
denominated fees into miles can be done in a number of ways, and varies 
from FFP to FFP. Some use a straightforward conversion ratio, where a 
certain fixed monetary value is ascribed to each mile. Others have intro- 
duced a single fixed miles amount, which covers the fee and surcharge 
component regardless of the exact amount for a particular itinerary. 
Lufthansa for example offers Miles & More members the possibility to 
pay alump sum of 15,000 miles for taxes, fees and surcharges on award 
flights within Europe operated by Lufthansa and selected Miles & More 
airline partners (Table 3.5). 


Table 3.5 Taxes and surcharges on award tickets 


Miles, taxes and 


FFP Itinerary surcharges 
1 Air Canada One-way Vancouver to Seoul in 37,00 Aeroplan 
Aeroplan economy class on Air Canada miles 


and CAD 146.91 
2 Air France-KLM One-way Paris to Dubai in premium 40,000 Flying Blue 


Flying Blue economy on Air France miles 
and 
USD 136.33 
3 British Airways One-way London to Hong Kong in first 102,000 Avios 
Avios class on British Airways and 
GBP 355.97 
4 Delta Air Lines One-way Los Angeles to Sydney in 115,000 Delta miles 
SkyMiles economy class on Delta Air Lines and 
USD 27.40 
5 Singapore One-way New York to Frankfurt in 80,000 KrisFlyer 
Airlines business class on Singapore Airlines miles 
Krisflyer and 
USD 23.60 


Source: Company websites 
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Non-air Awards 


With the mounting pressure on flight award availability, programs 
increasingly turned to non-air awards to provide members with a greater 
choice. According to a white paper by technology provider LoyLogic, 
non-air awards provide a number of advantages over flight awards (Hofer 
2008), including the possibility to define the cost per mile redeemed, 
their attractiveness across member segments, and their ability to release 
pressure on flight awards. Buckingham (2011) also noted that in some 
markets, as a result of airport taxes and carrier imposed fees, the core 
flight award proposition became uncompetitive. 

Most programs experimented first with travel-related awards like hotel 
stays, and car rental vouchers allowing members to redeem for free stays 
and rentals. Today non-air awards encompass a virtually unlimited range 
of goods and services—essentially anything that money can buy—and 
some cases, awards that money cannot buy like backstage passes or access 
to exclusive meet and greets. Some programs actually offer a form of vir- 
tual currency, whereby the miles are converted into stored value gift card, 
or virtual credit card, allowing the member to purchase anything of his or 
her preference. And although especially the smaller programs remain 
skeptical about parting with money instead of keeping it in-house, the 
larger and more sophisticated programs have embraced non-air awards in 
a significant way. Miles & More for example reported that almost one out 
of every three miles was redeemed at non-airline partners in 2015 (Miles 
& More n.d.). For Qantas, during the Financial Year 2016, 4.8 million 
award seats were redeemed on flights and 1.3 million other awards 
redeemed on products and vouchers through the Qantas Frequent Flyer 
Store (Qantas 2016). Other programs have a significantly lower share of 
non-air awards. United Airlines for example disclosed that in 2016 
approximately 84 percent of total miles redeemed were used for United 
Airlines flights and upgrades (United Airlines 2017). Merchandise and 
vouchers became more popular as the programs became savvier in the 
logistics and distribution of the physical goods, either through their own 
processes or with the support of outside suppliers. At the same time, a 
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greater understanding and realization of the hidden cost involved in some 
flight awards, made program management more conducive to offering 
non-air awards. Today many programs are running calibrated non-air 
portfolios where low margin items (representing a high award unit cost; 
for example consumer electronics) are balanced with high margin items 
that represent a low award unit cost. A typical example of the latter cat- 
egory are downloads, such as music or mobile phone games. Member 
analytics allows programs to assign the right cost to a member, meaning 
that some programs will alter the member value proposition depending 
on a variety of metrics, including the member tier or some form of life- 
time value indicator. United Airlines for example uses its knowledge of 
customer behavior to generate rich targeted offers to drive redemptions, 
resulting in improved management of redemption costs and more unique 
redeemers (Brown 2014). 

Outside the typical range of non-air awards, there are some interesting 
categories worth mentioning. Firstly, charities have become a fairly stan- 
dard offering in many programs, allowing members to donate to pro- 
grams selected charity organization. Members in the Etihad Guest 
program for example donated 28 million miles to charities in 2012 (De 
Bodt 2013). In some cases, the charity will get the actual miles whereas 
in other a financial contribution will be made. Another interesting cate- 
gory is the lucky draw where members can redeem their miles for an 
entry into the raffle. A third category that has become quite popular is 
centered around getting access to exclusive and popular events, like con- 
certs, sports events and the like. Sometimes the tickets are auctioned off, 
effectively starting a bidding war amongst interested members. The inclu- 
sion of highly desirable and exclusive awards helps the program overall 
brand and customer appeal. Analysis by consulting firm Ideaworks 
showed that 163 Delta Air Lines SkyMiles auctions only invited 28 bids 
on average, but did manage to burn off 18 million miles (Sorensen 201 2a). 
In 2016, Delta Air Lines also commenced a private jet service for redemp- 
tion. Beginning at 2.5 million miles fora USD 25,000 Jet Card, SkyMiles 
Members can redeem for Delta Private Jet service (Table 3.6). 
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Table 3.6 Examples of non-air awards 


FFP Non-air items 

1 Aeromexico Club Bring a dog in the cabin on an international flight for 
Premier 24,000 points (maximum weight 9 kg) 

2 Air New Zealand Redeem 34 Airpoints for a bottle of Rockburn Central 
Airpoints Otago Fume Blanc (Sauvignon Blanc) 

3 Avianca LifeMiles Use 1000 LifeMiles to get a 1-year (12 issue) 

subscription to GQ magazine 

4 Qatar Airways The Shop and Pay with Qmiles redemption option 

Privilege Club allows for payment for all purchases at Qatar Duty 


Free located at the departures, arrivals of Hamad 
International Airport 
5 Scandinavian Airlines Use 17,110 EuroBonus points to redeem for a 


EuroBonus 6 month Premium Spotify account 
6 Thai Royal Orchid Plus Use 1500 miles to receive a THB 200 Thai Catering 
voucher 
7 Virgin Atlantic Flying Travel to or from anywhere within 75 miles of 
Club London Heathrow, Gatwick or Manchester Airport 


for 17,500 miles one way 


Source: Company websites 


Elite Tiers: Qualification and Perks 


Perhaps one of the most powerful features of the FFP, elite tiers have 
become an essential component of many programs. Elite tiers can be 
described as a privileged member level in the FFP, that can be attained by 
meeting certain qualification criteria. The following section will explore 
how different airlines have structured their elite tiers, and the type of 
perks that are associated with the tiers. 


Qualification Mechanics 


Silver, Gold, Platinum: whatever the name of the tier, the member (usu- 
ally) does not get it for nothing... And herein also lies the root of the 
effectiveness of the tier programs: members have to meet certain criteria 
to become part of the next level in the program, and get the keys to 
potentially rich benefits and awards. ‘The qualification criteria vary from 
program to program, both in terms of the actual mechanism as well as 
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the threshold amounts. The most commonly used criteria remains miles 
flown during a certain period. To cater for potentially high-yielding 
short-haul travelers, programs also commonly offer qualification based 
on the number of segments flown. The period over which the activity is 
evaluated varies as well. Some programs use the calendar year as the 
benchmark period, whereas other use rolling windows or other fixed 
windows. Iberia Plus for example uses a review period that runs from 
April 1 of one year to March 31 of the following year. The calendar year 
offers the advantage that it is very easy to communicate and compre- 
hend for members. Also, it allows the programs to handle renewal of the 
elite tier cards in one exercise at the end of the fixed qualification period. 
An added benefit is the programs can communicate program benefits by 
year—trather than have to introduce new, and remove old, benefits on an 
ad-hoc basis. A potential downside of the calendar year qualification 
period is that it may fail to recognize high frequency travelers that enroll 
later during the year. As the end of the qualification period is fixed, a late 
entry into the game will reduce the member's chances of making it to the 
next level. It is likely however that for large, established programs this is 
less of a concern. A rolling window as introduced by Jet Airways in 2004 
offers members the full qualification period, regardless of when he or she 
commenced travel. Each day, an upgrade review occurs by reviewing 
activities over the past twelve months. When Jet Airways introduced the 
feature in 2004, it also reviewed activity across six and fifteen month 
horizons (Dureja 2005), with proportionally adjusted qualification cri- 
teria. A small number of programs offer a hybrid version of qualification 
criteria: as a result, the member can qualify for the next level under any 
of the mechanisms offered, effectively making the program more gener- 
ous from an elite tier point of view. Thai Airways offers a similar qualifi- 
cation structure using two evaluation windows. Royal Orchid Plus Gold 
can be attained with 50,000 qualifying miles during a 12-month period, 
or 80,000 qualifying miles during a 24-month period. Both Royal 
Orchid Plus Silver and Gold status are valid for a full 2 years. In other 
programs the validity will vary. In some programs, the member will 
receive the elite tier for a period of a year, following the qualification. In 
calendar-based programs, the member will typically receive the new tier 
for the remainder of the current calendar year, plus the subsequent 
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calendar year. In order to facilitate the distribution of new membership 
cards, many programs offer an additional extension of the card validity 
during which the new cards are produces and fulfilled (the so-called roll- 
over period) (Table 3.7). 

The vast majority of programs today distinguish between award miles 
earned, and the miles that actually count towards elite tier qualification. 
A term commonly used for the latter is elite miles. Generally speaking, 
elite miles are those miles earned for flying on the airline. It means that 


Table 3.7 Elite tier qualification mechanics 


Value-based | 


Distance-based Frequency-based 


FFP example 


Emirates Skywards 


Singapore Airlines 
KrisFlyer’ 


Air New Zealand 
Airpoints 


Norwegian Rewards 





Key 
mechanism 


Qualification is based 
on accumulating a set 
number of tier miles. 
Tier miles are valid 
for up to 13 months 
from the date the 
member starts 
earning. Tier miles 
are calculated at the 
same rate as 
Skywards Miles; 
taking into account 
the fare paid, the 
route and the class of 
travel. Qualification 
may also be done by 
taking enough 
qualifying flights and 
meeting the segment 
threshold. 


Flying in Singapore 
Airlines Suites, First 
Class or Business 
Class, or in Business 
Class on SilkAir, 
members earn PPS 
Value which is 
denominated in 
Singapore Dollars. 
The Solitaire PPS 
Club is open to 
members who earn 
SGD 250,000 in total 
PPS Value over five 
consecutive years of 
PPS Club 
membership. PPS 
Value is based on 
the actual airfare 
and surcharges, but 
not airport taxes. 


Members will earn 
Status Points on 
eligible Air New 
Zealand flights and 
Star Alliance and 
partner flights, as 
well as on some of 
Airpoints earning 
credit cards. 
Generally, the 
higher the fare, the 
more Airpoints 
Dollars the member 
will earn, subject to 
criteria including the 
fare type and value, 
the booking class, 
the origin and 
destination and the 
operating airline. 





Members receive a 
benefit (a 2% 
CashPoint boost, 
free seat 
reservation, access 
to the fast track, or 
free checked 
luggage) for every 
sixth flight taken 
with a maximum of 
8 benefits over a 12- 
months period. After 
the first 6 flights the 
member receives a 
2% CashPoint 
boost’, subsequent 
benefits can be 
selected by the 
member.” Each 
elected benefit will 
be valid for 12 
months. 





Source: Company reports 

aSingapore Airlines also offers a distance-based qualification 
KrisFlyer Silver and KrisFlyer Gold tiers 

Norwegian Rewards operates a value-based program where CashPoints are 
earned based on the net ticket price (excluding taxes, charges and optional ser- 
vices) at an accrual rate of 2% CashPoints on all LowFare tickets and 20% 
CashPoints on all Flex tickets 

‘The 2% CashPoints boost benefit can be selected for a maximum of 5 times, 
bringing the total earn to 12% on all LowFare fares (comprised of the stand 2% 
plus an additional 5 times 2%) 


structure for its 
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miles earned outside, for example for a hotel stay, do not count towards 
elite qualification. Some programs have tweaked this slightly, and do 
allow some of the outside miles to count towards elite qualification. The 
rationale here is twofold: offering non-air miles that help to qualify for 
elite status makes the program more generous and attractive. In addition, 
miles that qualify for elite status should command a premium over ‘nor- 
mal’ miles, which should result in improved yields from partners. In 
some instances, a cap applies to elite miles earned outside the airline in a 
presumed effort to maintain the core pull element of the FFP. 

Setting the right qualification thresholds and mechanism will depend 
on the size of the airline and program, the make-up of the membership 
base and the competitive landscape. By opening the funnel too much, the 
airline and program will struggle to deliver on the benefits as too many 
members will be using the perks associated with the tiers. It will also defeat 
the purpose of trying to get the member to consolidate his or her share of 
wallet with the particular program. If the criteria are too strict on the other 
hand, it could disenfranchise the members which could ultimately erode 
the competitive position. Research by Kopalle et al. (2009) confirms the 
challenges in the design of a tier program. It shows that if the tier require- 
ments are too lax, there is not much pressure, but once the member reaches 
a tier, paid flights increase because the member receives continuously bet- 
ter service. If the requirements are too tough, there is more pressure, but it 
takes members longer to reach a tier, and many may not make it. This has 
a diminishing effect on the elevated purchase probability that is associated 
with a member qualifying successfully for an elite tier. In some markets, 
where there is strong competition, the tiers and benefits are almost 
industry-standard, meaning that the qualification criteria and perks offered 
at each step of the way are fairly uniform. In terms of the ideal number of 
tiers, there does not seem to be one particular golden rule. More tiers 
equates to a better fit to particular member behavior, but also a greater 
degree of complexity in communicating the structure both to members as 
well as internally at the airline. Research supports the notion that when 
more and more members get access to the top tier level, it dilutes the per- 
ception of status (Dréze and Nunes 2009). The same study also showed 
that adding a subordinate tier enhances the perception of status, and when 
given the choice between alternative programs, those who do not qualify 
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for status prefer a program with multiple tiers instead of just one. ‘The abil- 
ity to truly recognize high value members through an elite tier system will 
depend heavily on the structure of the qualification scheme. In reality, 
given the uniformity of most qualification structures, the program will 
miss out on certain high value members, because their travel pattern is not 
recognized under the qualification structure. Through combining data in 
a centralized customer database, KLM Royal Dutch Airlines found that 
about 25 percent of its most valuable customers did not qualify for its 
highest FFP tier (Viaene and Cumps 2005). 

Moving members up- and down the tiers is a process that needs to be 
carefully managed. Especially demoting members, for example from 
Gold to Silver, can have a profound negative effect on members. Research 
shows that loyalty intentions are in fact lower for demoted members than 
for those who had never been awarded a preferred status in the first place 
(Wagner et al. 2009).° Some FFPs have put provisions in place to manage 
this potential fallout. Lufthansa’s Miles & More program for example 
offers member who did not requalify based on their flight activity the 
opportunity to extend their status against a fee. An extension of its 
Senator membership can be purchased for EUR 2000, whereas the lower 
Frequent Traveller status can be extended for EUR 500. Other programs 
apply lower qualification criteria for renewal, giving members greater 
access to ongoing elite tier membership. Air Chinas Phoenix Miles for 
example requires 80,000 kilometers or 40 flight segments to qualify for 
Gold, but only requires 70,000 kilometers or 36 flight segments for sub- 
sequent requalification. 

One interesting example of what seems to be the exception to the rule 
is the qualification logic for the Singapore Airlines Krisflyer PPS* tier. 
Under this structure, members can choose to accrue the miles in any Star 
Alliance program, whilst the flight activity on Singapore Airlines in its 
first and business class cabin counts towards qualification for the PPS 
program. Members who spend at least SGD 25,000 in a year receive PPS 
status, and members who spend at least SGD 250,000 within a five year 
rolling period receive the exclusive PPS Solitaire status.’ It gives members 
the flexibility to accrue the miles in their preferred program, whilst 
Singapore Airlines gains the opportunity to recognize and reward fre- 
quent premium passengers, even though those passengers elect to accrue 
miles in another program. 
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As mentioned earlier, a number of programs run qualification structures 
for lifetime membership. Upon reaching the threshold, the member is 
awarded with a tier membership that does not require re-qualification. 
The effort required to qualify for these types of tiers will be large, and out 
of reach for most members. For those members who make it, it provides 
guaranteed and ongoing access to the program's elite benefits. Similar to 
normal tier levels, different programs and airlines have different lifetime 
qualification structures. Korean Airlines for example awards Million 
Miles lifetime status to members who have accrued more than one mil- 
lion miles on Korean Air and SkyTeam partners. Air China offers mem- 
bers who have flown one million kilometers on a cumulative basis on Air 
China-operated and CA-coded flights a lifetime Platinum membership. 
Similarly, Alitalia offers the Freccia Alata Plus Per Sempre’® card to those 
members who have held the top tier status for at least ten consecutive 
years. Running a lifetime program is a significant commitment on behalf 
of the program. The administrative burden, and pressure on the delivery 
system resulting from an increasing pool of elite members, has made a 
number of airlines question the strategic viability of these types of pro- 
grams. Backing out of lifetime programs (either by canceling them or 
changing qualification criteria), can understandably provoke strong, and 
negative reactions, especially from those members who were well under- 
way to reaching the lifetime threshold. Some FFPs offer different ways of 
recognizing members with a particularly long tenure in the program. 
Lufthansas Miles & More program for example awards up to five stars to 
be shown on the membership card, and luggage tag. The number of stars 
is based on the number of days the member held or is holding a status 
level in the program. Another example is Singapore Airlines which dis- 
plays the total number of years a member has qualified for its PPS and 
Solitaire levels on the actual membership card. 

Another interesting phenomenon involves hidden tiers. Hidden tiers 
get their name from the fact that they are not publicized by the program, 
and gaining access into this exclusive club may be done on a by invitation 
only basis. The basis on which members are invited to join is at the air- 
line’s discretion, but would normally involve spending a significant 
amount with the airline, or be of high commercial value otherwise. 
Examples include Emirates’ IO Club (IO reportedly stands for invitation 
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only), United Airlines’ Global Services, American Airlines ConciergeKey, 
Delta Air Lines 360, and British Airways Executive Club Premier. Each 
of the programs come with a range of benefits on par with what is awarded 
to the highest regular tier, and in some cases, more. Some airlines have 
commented that although the hidden programs are an effective 
recognition tool, it can at times be hard or even impossible to meet the 
raised expectations from members that come with them. 

Programs typically do not disclose the exact size of their elite tier popu- 
lation, but industry estimates usually peg them between 5 percent and 10 
percent of the total membership base. Miles & More disclosed in 2005 
that approximately 1.6 percent of the members belonged to the Senator 
level, and approximately 4.7 percent to the Frequent Traveller level (Pauly 
2005). Cathay Pacific’s Asia Miles program had 2.6 million members out 
of which 300,000 members belonged to its Marco Polo Club (Purvis 
2006). The total membership base was about ten million members at that 
time. LifeMiles indicated in 2012 that approximately 9 percent of the 
12-month active base belonged to an elite level (Vincett 2012). Figure 3.4 
shows the breakdown of Air India’s Flying Returns FFP, which by indus- 


try standards has a relatively low percentage of members in the elite tiers. 


The Maharajah Club 


i * (1,629 members — 0.10%) 


The Gold Edge Club 
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The Silver Edge Club 
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Base card 
(1,540,240 members — 98.72%) 





Fig. 3.4 Breakdown by tiers of Air India’s Flying Returns FFP 
Source: Air India (2014) 
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One particular member behavior in relation to tiers is so-called split- 
ting: upon qualifying for the desired tier level (making any additional 
credits superfluous), the member ‘splits’ the remaining travel across other 
airlines (and alliances) in order to achieve a higher tier in one or more 
other airlines as well. Industry estimates show that this behavior can be 
harmful to the main program as a result of lost share of wallet, as these 
members tend to be high frequency and high yield travelers. In an effort 
to counter some of the negative effects associated with fixed qualification 
periods, programs have introduced additional qualification mechanisms. 
Many programs today allow members to carry forward excess credits into 
the next year, effectively ensuring that the credits do not become mean- 
ingless. Lifetime programs also help to address this issue, albeit for a small 
subset of the membership base. Others offer so-called threshold awards. 
Threshold awards are gifts awarded to the member upon reaching a cer- 
tain milestone. ‘Threshold can be set below the elite qualification cut-off 
(as an incentive to keep earning towards a higher balance), as well as 
above the elite qualification cut-off. The latter is designed to provide 
members with an incentive to keep earning with the program, even 
though the particular elite requalification has already been met. Table 3.8 
shows the benefits that Singapore Airlines PPS members will receive 


when they spend beyond the requalification threshold of SGD 25,000. 


Table 3.8 Singapore Airlines PPS rewards 

















PPS Value earned during PPS Reward 
membership year (SGD) 


25,000 Spend level required for requalification 


30,000 Double KrisFlyer Miles Rewards for two flight segments 


40,000 50,000 KrisFlyer Miles Redemption Discount 





60,000 Two standby upgrades (to be confirmed at check-in) 





75,000 One advance upgrade voucher (to be confirmed at point of booking) 


100,000 One advance upgrade voucher (to be confirmed at point of booking) 








Source: Singapore Airlines 
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At the same time, some programs have made tweaks to the qualifica- 
tion rules in order to promote more profitable behavior. A recent example 
is the introduction of minimum spend on the core airline. It requires the 
member to spend at least a certain monetary amount on the airline in 
order to become eligible for elite levels. The requirement can effectively 
put an end to qualifying based on cheaper fares as the member would 
never reach the required spend threshold. Clearly for the value-based 
accrual programs this requirement is a natural yardstick, whereas for the 
more traditional programs it required some additional effort to commu- 
nicate and process the new requirement. Another restriction put in place 
by some airlines is the requirement to fly at least a number of segments 
on the core airline. It removes the possibility of qualifying purely based 
on flight activity at partner airlines, which could represent less attractive 
economics for the program’s core airline. 


Perks 


Although awards undoubtedly form the bulk of the program’s attraction 
(and help to explain their success over time), the perks associated with the 
elite tiers have become part and parcel of the experience for the frequent 
traveler. Perks afforded under the elite tier structures can add a sense of 
luxury and enjoyment for the traveler, but perhaps more importantly, can 
help turn what some consider as a mundane or even painful experience 
into a smoother ride. Research shows that FFPs contribute positively to 
frequent business travelers’ lifestyles and to their quality of life, perhaps 
by countervailing some of the negative aspects of frequent business travel 
(Long et al. 2003). Making it to the top tier of a program also symbols 
prestige among frequent flyers and can act as substitutes for the tradi- 
tional signs of business prestige—such as a corner window office. In this 
section, the range of perks offered in today’s programs are classified into 
three categories: perks offered during the travel journey, perks offered in 
relation to the FFP experience, and perks offered outside of the airline 
and the program. 
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From booking travel to finally arriving at the destination, FFPs have 
found ways to enhance the experience by offering a long list of benefits at 
each of customer touch points. Starting with the booking of flights, many 
programs today offer priority waitlists for fully booked flights. It provides 
the elite tier members with preferential status in the waitlist, which 
should result in faster confirmation of waitlist bookings. Some programs 
take it one step further and offer their highest elite tiers guaranteed seats 
on sold out flights. This guarantee typically comes with certain condi- 
tions such as the requirement to buy the full fare in order to be eligible. 
Other programs restrict this benefit to economy class only, or attach a 
time window to it (effectively blocking last-minute bookings). Obviously, 
airlines do have to manage oversold flights, but with the sophisticated 
revenue management prediction tools, today they are more able to man- 
age and predict load factors, even factoring in last minute sales to guaran- 
teed seat customers. Yet some programs had to put additional terms and 
conditions around the guaranteed seat benefit, as they found themselves 
overselling short-haul flights where a relatively high proportion of travel- 
ers had the eligible elite status, especially on popular travel days. Also, it 
is important to note the preferential access to reservations and customer 
care. Many airlines today deploy sophisticated call handling systems, 
including interactive voice response systems that stream calls depending 
on class of travel and tier in the FFP. It can not only drastically reduce 
waiting time for the members, but also provide members with a better 
customer experience as the most senior reservation agents are assigned to 
the tier members. 

The next group of benefits is related to the travel experience at the 
airport. Many of the benefits provided here mimic the business (or even 
first) class travel experience, making it especially relevant for members 
who purchased an economy class fare. Typical benefits here include 
check-in at premium cabin counters, additional luggage allowance, access 
to fast track security and immigration, and access to lounges. When it 
comes to lounges, there is quite a variety in terms of access policies. Most 
programs today require the member to travel on the core airline, or one 
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of its airline (alliance) partners. Guests allowances vary as well, and typi- 
cally range from zero invitees to the entire, accompanying family. 
Depending on the tier, each program may provide access to the business 
class lounge, or where available, the first class lounge. Some airlines run 
lounges specifically designed for members of a certain tier. Lufthansa for 
example, offers a range of Senator lounges, accessible only to Star Alliance 
Gold members.’ Another example is EVA Air, which runs a variety of 
lounges at Taipei Taoyuan Airport. The most exclusive lounge, called the 
Garden, is only accessible to Infinity MileageLands Diamond members, 
as well as holders of select EVA Air co-branded credit cards. Priority 
boarding of the aircraft for tier members has been institutionalized at 
many airlines, giving tier members a chance to settle in first, and in some 
cases, have the best access to overhead cabin spaces. 

Upgrades are, understandably, a highly sought-after benefit, and poli- 
cies vary from program to program. As mentioned in Chap. 2, many of 
the programs in the Americas offer upgrades as part of the elite perks. For 
those airlines that do not offer this type of benefit, many will still endeavor 
to upgrade the tier members first in case of an oversold economy or busi- 
ness cabin. It means that in the departure control system (DCS), a rank- 
ing is made of passengers to be upgraded based on different criteria 
including tier and tenure with the program. 

Once on-board, many airlines have implemented customer recogni- 
tion programs. Depending on the sophistication of the program, the 
actual delivery could range from a simple greeting of the elite member, to 
having detailed access to the member's history and therefore having the 
ability to deliver some form of specific message to the member. 

Upon arrival, members may have access to fast track immigration lanes 
reducing the potential wait. Most airlines also offer priority luggage ser- 
vice, in an effort to have the priority luggage first on the luggage belt. 
Table 3.9 shows how today’s elite benefits go beyond the traditional offer- 
ing of lounge access and priority check-in. 

In the context of airline travel perks, global alliances clearly have 
played an important role. When Scandinavian Airlines, Thai Airways 
International, Air Canada, Lufthansa, and United Airlines launched the 
first global alliance in 1997 (Star Alliance), frequent flyers in their respec- 
tive programs gained significant leverage as the alliance introduced a 
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Table 3.9 Elite benefits go beyond priority check-in and lounge access 


FFP Benefit 
1 Lufthansa Group HON Circle members and Senators can reserve Privacy 


Miles & More seats in SWISS business class in advance free of charge. 
2 Turkish Airlines Elite and Elite Plus members have access to free internet 
Miles & Smiles on their economy and business class flights. 
3 Singapore Airlines KrisFlyer miles will not expire for PPS members 
KrisFlyer 
4 Southwest Rapid Members who fly 100 qualifying one-way flights or earn 
Rewards 110,000 qualifying points in a calendar year 


automatically receive a Companion Pass, which 
provides for unlimited free travel for one year to any 
destination available on Southwest for a designated 
companion of the qualifying Member. The Member 
and designated companion must travel together on 
the same flight. 


Source: Company websites 


system to recognize the elite members in each partner program. In the 
case of Star Alliance, tier members are recognized through a global system 
designated as Star Alliance Silver and Star Alliance Gold. Each of the 
individual member airlines’ elite tiers are mapped to either the Silver or 
Gold level, that both come with a set of standardized benefits across the 
alliance. Whilst the individual programs can of course offer benefits 
above and beyond the Star Alliance entitlements, this structure provides 
a harmonized approach of reciprocal recognition amongst the alliance 
member airlines. Rather than having to codify and understand benefits 
associated with twenty-seven member airlines, front line staff can rely on 
the global two-tier structure of Silver and Gold, and the benefits provided 
hereunder. Both oneworld and SkyTeam follow a similar approach, with 
having global alliance tiers in place mapped to each of the individual car- 
riers elite programs. SkyTeam uses the Elite and Elite Plus nomenclature, 
whereas oneworld opted to use a three-tiered approach, with tiers desig- 
nated as Ruby, Sapphire and Emerald. Table 3.10 outlines how the alli- 
ance tiers are mapped from low to high. The benefits offered across the 
alliances are fairly similar—arguably the only exception is that oneworld 
offers access to the first class lounges of its member airlines for Emerald 
status level, whereas the other two alliances only offer business class 
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Table 3.10 Global airline alliance top tiers 


Alliance Entry level elite Mid-tier elite Top-tier elite 
1 oneworld Ruby Sapphire Emerald 
2 SkyTeam Elite Elite Plus 
3 Star Alliance Silver Gold 


Source: Company websites 


lounge access as a harmonized benefit under the global alliance. It is 
worthwhile to note however, that many of the individual programs in 
Star Alliance and SkyTeam still offer access to first class lounges as a perk 
with the particular program. 


Perks Offered as Part of the FFP Experience 


Besides perks offered as part of the travel journey, programs also increas- 
ingly bestow forms of preferential treatment on elite tier members in 
relation to the FFP. Examples include reduced or waived fees for award 
bookings or changes, the previously mentioned additional award avail- 
ability for elite tier members, and special awards available only to elite tier 
members. It is clear that FFPs within their own system have a greater 
degree of autonomy and flexibility when it comes to designing, allocating 
and executing perks. Many programs also miles bonuses or accelerators as 
part of the program. LATAM Fidelidade for example offers accrual rates 
starting at 6 Multiplus points per dollar spent for Gold members, up to 
11 Multiplus points per dollar spent for its top tier Black Signature level. 
JetBlue’s TrueBlue offers points bonuses based on the total number flights 
taken in year. Members can earn from 5000 bonus points for purchasing 
and flying 3 roundtrip JetBlue flights in the calendar year, to an addi- 
tional 10,000 bonus points for purchasing and flying 10 one-way JetBlue 
flights that are 1600 miles or more during a calendar year (the so-called 
Go Long Bonus). In 2016 Alaska Airlines announced that its Mileage 
Plan elite members were now eligible for complimentary upgrades on 
award travel on Alaska-operated flights. Also Japan Airlines allows JAL 
Mileage Bank members traveling on an award ticket to upgrade to the 
next class of service on the day of departure by redeeming the difference 
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in mileage (the one-way difference between the mileage required for the 
original booking class and the mileage required for the higher class of 
service). Most programs however do not allow award tickets to be 


upgraded. 


Perks Offered at Partners 


FFPs increasingly forge partnerships outside the airline system that afford 
benefits to members of the elite tier. Examples include hotel and car rental 
companies where elite tier members receive preferential treatment. 
A recent example is the ‘Infinite Journeys’ partnership launched by 
Singapore Airlines and Shangri La Hotels, giving members of both respec- 
tive loyalty programs access to additional awards and benefits, including 
faster access to elite tiers across both programs. A more detailed discussion 
on program extension benefits and awards will be provided in Chap. 7. 

In 2016, Qantas introduced a "status hold" initiative for eligible mem- 
bers of the Qantas Frequent Flyer program. It allows eligible Silver, Gold 
and Platinum members to retain the benefits of their membership status 
while on parental leave for up to 18 months regardless of status credits 
earned. 


Member Communications and Promotions 


Given the objectives of the programs, member communications play a 
critical role in realizing the kind of member behavior that programs are 
designed to stimulate. Within communications, promotions play an 
important role as an incentive mechanism to drive behavior. This section 
will explore different communication strategies, and how programs design 
and execute promotions. 

Starting with communications, many of today’s programs have moved 
towards more personalized member communications, enabled by the 
enhanced ability to mine customer data. The programs always have had 
fairly rich data sets to work with, but struggled to convert the insights 
into relevant, personalized messages, resulting in bland and untargeted 
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communications messages. With the advent of new technology and mar- 
keting automation capabilities, the more advanced programs are deliver- 
ing more targeted messages, through the right channel and using the 
right sequencing of messages. With the increased scope of partners in the 
program, the programs also have more leeway in designing target mes- 
sages. The total volume of communication messages can reach material 
levels. Air France-KLM’s Flying Blue program sent more than 250 mil- 
lion emails in 2016, with a focus on personalization and members’ pref- 
erences (Air France-KLM 2016). The huge volume also underscores the 
need for more sophisticated campaign management systems to manage 
and control the processes. 

Technological advances are allowing programs to move away from the 
use of physical cards. LATAM Pass and LATAM Fidelidade for example 
moved to 100 percent digital cards for all tiers starting from April 1st 
2017. Members can get the digital card by downloading the LATAM 
Airlines app from the App Store or Google Play, or obtain a paper copy 
by printing it out from the website. Others only provided the entry-level 
tier with digital cards. Qatar Airways for example replaced plastic cards 
for all new Burgundy (base) members (and all their nominated family 
members) with the digital cards starting from November Ist 2016. 
Similarly, Singapore Airlines PPS Club and KrisFlyer Elite members will 
continue to receive their physical cards in the mail upon qualification, 
with base members moving to digital cards. The physical presence of the 
card in the member's wallet can share of mind of the program amongst 
many competing marketing messages. ‘The card also serves a practical 
purpose. It allows front line staff to recognize the member, which is espe- 
cially relevant in the case of elite tier members who are entitled to certain 
benefits. Others, like Air New Zealand’s Airpoints, are extending the util- 
ity of the membership card by offering cards that double as a debit card. 
It provides members the opportunity to earn Airpoints on the debit card, 
lock in an exchange rate before travelling, and offers no card payment fees 
on Air New Zealand bookings (Rumbold 2013). Similarly, the Qantas 
Cash Card has managed to achieve a 17 percent market share (targeting 
20 percent or more by 2020), with approximately 670,000 cards acti- 
vated as of March 2017 (Grant 2017). Although the airline systems now- 


adays do provide functionalities to find the membership number and 
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confirm the elite tier (even across alliance partners), a physical card is still 
widely used. Programs put in significant effort to design and produce 
attractive cards, as the yearly renewal pack distribution offers for a highly 
relevant customer interaction. Typical features of the membership card 
include a mag stripe containing the core member data, allowing frontline 
service staff to swipe the card and obtain key information. 

Just like many other industries, certainly including the airline industry, 
the internet and mobile technology have made a major impact on the way 
programs interact with members. Starting with the internet, the majority 
of member interactions today are conducted online. Members can check 
their balance, book awards, make changes and a whole range of other fea- 
tures that are offered online. Some programs deploy ongoing tactics in an 
effort to move members online as it represents a significantly lower cost. 
Until 2017, Singapore Airlines for example offered a standard 15 percent 
discount on award redemptions made online. Aeroplan reported that in 
2016 over 2.3 million awards (representing 92 percent of all awards) were 
booked on aeroplan.com (Aeroplan 2017). Yet at the same time, many 
programs have not managed to replicate the full call center offering online, 
resulting in the ongoing need to provide a call center channel. 


Promotions 


Promotions have become an integral part of the FFP. Arguably, in the 
early days of more forgiving accounting policies and lower load factors, 
it was particularly easy to launch very rich offers across the board in an 
effort to achieve a certain target, like selling more tickets on a particular 
route. In 1985 for example, United Airlines launched a promotion 
awarding free first class travel through the year for members who hit 
fifty U.S. states in fifty days. FFP promotions gained some further 
notoriety in mainstream media when American civil engineer David 
Philips calculated that the value of miles earned from a mail-in promo- 
tion run by Health Choice Foods in 1999 outweighed the cost of the 
actual foods. Philips bought 12,150 individual servings of pudding, at 
a cost of USD 3140, which ultimately netted him 1,253,000 miles 
across different FFPs, and a nickname: the pudding guy (Philips n.d.). 
Another remarkable promotion, that Mr Philips also happened to 
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participate in, was the "Mile-ionnaire” promotion run in 2000 by 
LatinPass, a frequent flyer program run by a consortium of Latin 
American carriers. By satisfying a number of criteria, travelers would be 
awarded up to one million miles depending on the number of flights 
taken (Costello 2000). After an article appeared in the Wall Street 
Journal, and when management realized the potential financial fallout 
from the overly generous promotion, LatinPass closed down new regis- 
trations for the promotion. Hu et al. (1988) warned that as a virtual 
oligopoly with only a few major players, individual airlines are competi- 
tively obligated to match their rival’s promotional offers—and as a result, 
the airline industry is only as smart as its least intelligent member. 
Today’s reality is quite different. Not only are programs better equipped 
to target specific clusters of members with an offer, instead of offering it to 
the entire base, there is also higher degree of (financial) accountability and 
vetting that goes into the design of an offer. Programs run a variety of pro- 
motions, generally spanning the accrual, redemption and other categories. 
On the accrual side, common promotions include a type of accrual bonus 
(for example double miles) on a certain flight, or set of flights. Typical 
restrictions include the fare class, time of booking, time of travel, and in 
some cases there is requirement to pre-register for the promotion. In an 
effort to weed out unknown members from accruing the additional miles 
some programs have implemented pre-registration structures, requiring the 
member to sign-up for a promotion in order to be eligible. Registration is 
typically done on the program website or through the program mobile app. 
The design and execution of the promotion is usually an interplay between 
the marketing, partner and finance teams of the FFP. Given the limited 
amount of communication space available, programs constantly have to 
weigh what is the best promotion (or set of promotions) for a particular 
member. More sophisticated programs run advanced analytics tools pre- 
dicting the best mix of messages for each member based on a number of 
factors, including current status, member segment and past transactional 
behavior. Depending on the set-up of the program, the cost of the addi- 
tional miles may be funded by the partner or the program. In some cases, a 
special rate applies for promotional miles purchased by partners. 
Designing effective promotions requires a multitude of factors to be 
taken into account. Koch (2012) outlined a number of recommendations 
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including the use of state of the art technology to ensure speed and flex- 
ibility, the deployment of marketing controlling to optimize marketing 
efficiency, and having an automated, learning business intelligence in 
place. Targeted and relevant communications have quickly become table 
stakes in the industry, as programs continue to compete for the members 
attention. As an illustration, when Lufthansa launched a new service 
from Frankfurt to Tallinn late 2007, it sent a targeted promotion to 
35,000 Miles & More members with prior activity in the Baltic region. 
The promotion achieved an open rate of 36 percent, and a click through 
rate of 3.6 percent (Schaeffer 2009). 

Similar to conventional airline pricing, programs run discounted mile- 
age promotions to promote flights that require additional support because 
of lagging load factors. It is interesting to note that there are two seem- 
ingly opposite strategies being deployed in the market. Some airlines 
induce members to book as early as possible, and try to protect seat 
inventory for late-booking, high-yielding travelers. One tactic used for 
this purpose is a surcharge for awards booked close to departure, or a 
booking window that closes a certain time period in advance of the travel 
date. Others take a rather different approach, and offer last minute-style 
redemptions at reduced rates. Lufthansa for example offers Fly Smart 
awards that can only be booked between two weeks and two working 
days before departure. A Fly Smart award can save up to 50 percent of the 
award miles normally needed for a flight award. 

One particular type of promotion that deserves a special mention is 
the elite match promotion. As the name suggests, FFPs from time to time 
run promotions whereby new enrollees are fast-tracked to an elite tier in 
the program, based on the level of membership in another, competing 
program. Typically, some form of proof needs to be provided by the 
member to demonstrate the level in the competing program. ‘This type of 
promotions is designed to attract high value members by reducing 
switching costs for the member between programs. Rather than having to 
start at the entry level, the member would instantly enjoy the benefits 
associated with the higher tier level. There is little public information 
available as to how effective these types of promotions are; however, their 
ongoing existence seems to suggest that there is some merit in them for 
the programs involved. 
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Another slightly different form of elite match is the status challenge. 
Under a status challenge promotion, a program will award conditional 
elite tier status to a member, subject to confirmation based on meeting 
certain, lowered qualification criteria. So, the challenge is to meet the 
criteria in which case the elite level membership is extended for a pro- 
longed period of time. In 2017, United Airlines ran a status match pro- 
motion, offering top-tier flyers of other airlines an equivalent status in the 
MileagePlus program (excluding those customers who have Star Alliance 
Silver or Gold status). If the member meets the criteria to participate in 
the Premier status match offer, the account will be upgraded for 90 days 
to Premier Silver, Premier Gold or Premier Platinum status based on the 
level the member holds in the current FFP. To keep the matched Premier 
status post the initial match for the remainder of the 2017 program year, 
the member is required to earn a certain number of Premier qualifying 
miles (PQM) or Premier qualifying segments (PQS) on flights operated 
by United or United Express within a 90-day offer period. The number 
of PQM or PQS to be earned depends on the Premier status level that 
was granted during the matching period. This tactic is also common for 
hotel loyalty programs. Hilton Honors, for example, offered an elite sta- 
tus challenge to elite members of any other hotel loyalty program for a 
trial ninety-day period. In order to qualify for the status challenge, the 
member had to provide proof of status in the other program. Depending 
on the tier level held, Hilton would either award preliminary Gold or 
Platinum status for the ninety-day period. If the member completed 
either four or eight stays within the ninety-day period, the elite status 
would be extended until March 31st, 2019. 


Program Policies 


Every program is governed by a set of terms and conditions that deter- 
mine how the member interacts with the program. The terms and condi- 
tions can cover a lot of ground: the following section focuses on the key 
policies. 
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In 1988, United Airlines became the first airline to introduce mileage 
expiry into its program’s terms and conditions. Historically programs 
have put expiry rules in place to provide for some form of limitation in 
regard to the outstanding miles liability. Today, most FFP programs have 
some form of expiry in place, although there are a number of programs 
that do not have miles expiry. They include JetBlue’s TrueBlue and Delta 
Air Lines’ SkyMiles programs. Having no expiry policy does not mean 
that each and every mile is ultimately redeemed as there will always be 
members who do not fully use the miles accrued for a variety of reasons. 

Three types of expiry policies can be observed. ‘The first policy is the 
date-stamping policy: each mile is stamped with an expiry date that is 
fixed—a common horizon is three years. As and when miles are redeemed, 
the first-in first-out principle applies. Any miles that have not been 
redeemed by the expiry date will be forfeited. It is noteworthy that some 
programs offer an option to extend the validity of miles against a fee. The 
second common mileage expiry policy is the activity-based policy. Under 
this regime, miles will remain valid as long as the member satisfies a cer- 
tain activity requirement, such as having at least one earn transaction in 
any twelve-month period. In comparison to the date-stamping policy, the 
activity-based policy is more generous as members can generally easily 
satisfy the requirement for the miles to remain valid. The third and 
increasingly rare policy is the fixed expiry policy. Under this structure, all 
the miles earned will expire at the end of a certain period unless they are 
redeemed. It is a particularly stringent policy that can potentially have a 
negative impact on member engagement. Setting the right expiry policy 
is an arduous task that will depend on a variety of factors including the 
makeup of the base, the earn and burn velocity, and the competitive land- 
scape. No particular policy can be generically labeled as ‘the best’ as the 
fit with the membership behavior and program objectives will vary from 
program to program. 

Identifying the right mechanism to determine expiry terms is critical, 
as the wrong expiry policy can flat line member engagement. Identifying 
the right expiry policy is, however, a complex task. If the policy doesn’t 
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Table 3.11 Examples of expiry policies 


FFP Expiry policy 
1 Air France-KLM Take a qualifying flight with AIR FRANCE, KLM, 
Flying Blue Aircalin, HOP!, Kenya Airways, TAROM,, Air 


Corsica or one of the SkyTeam partners at least 
every 2 years, or make a payment with a Flying 
Blue co-branded credit card at least every 2 years. 


2 American Airlines AAdvantage miles do not expire as long as the 
AAdvantage member has qualifying account activity at least 
once every 18 months. 
3 International Airlines Avios do not expire as long as the member collects, 
Group Avios spends, or buys at least one Avios every 
36 months. 
4 Delta Air Lines SkyMiles miles do not expire. 
SkyMiles 
5 EVA Air Infinity Mileage earned by traveling, or through partners, 
MileageLands will be retained for 36 months from travel date 
or from the application date for transfer of 
mileage from partner's system. 
6 JetBlue TrueBlue TrueBlue points do not expire. 
7 Southwest Airlines Points do not expire so long as the member has 
Rapid Rewards points-earning activity during the most recent 
24 months. 
8 Thai Airways Royal Miles are valid for 3 years. Miles accrued in each 
Orchid Plus quarter of any given year, and not redeemed, 
expire at the end of the corresponding quarter 
3 years thereafter. 
9 United Airlines Miles expire after 18 months of member account 


MileagePlus 


Source: Company websites 


inactivity. 


allow members enough time to earn a compelling reward, for example, 
members may defect. Even seemingly simple policy changes can adversely 
affect member equity—and therefore program profitability—if the expiry 
mechanism is not appropriate for a given program (Table 3.11). 

When it comes to expiry policies, there is no single policy that can be 
earmarked as the best. Each program will represent different member 
behaviors, and will be in a different stage of its development. Even a more 
restrictive policy, like date-stamping, can work well in certain markets, 
for example where members mainly use conversion of external points 
into the program to redeem instantly. At the end of the day, program 
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operators need to ask themselves the question what the purpose is of the 
expiry policy. By now, most have understood that a more punitive policy 
can create short-term profits, but will harm the long-term prospects of 
the program. A non-expiry policy, like Delta Air Lines and JetBlue have 
introduced, may seem intuitively like the most member-friendly, but a 
policy cannot be evaluated by itself, and must be considered in the greater 
context of other program elements like pricing of awards, and 
availability. 

Changing the program's terms and conditions can be fraught with risk. 
Although programs typically reserve the right to make changes, various 
airlines have found themselves in court after being sued by members over 
program changes. In the United States, a landmark ruling was the 
American Airlines vs. Wolens (1995) case. After American Airlines 
announced changes to its AAdvantage program in 1988, a class action 
lawsuit on behalf of four million AAdvantage members was brought 
before the Illinois state courts. The plaintiffs contended that the restricted 
availability of free seats and the introduction of black-out dates amounted 
to consumer fraud, and a breach of contract. A legal battle ensued lasting 
for six years. The key point of contention was whether airlines could be 
sued in state courts for breach of contract and consumer fraud. American 
Airlines argued that the state courts could not rule in this case, as a pre- 
emption clause included in the 1978 Airline Deregulation Act provided 
that states could not “enact or enforce any law” that had the effect of 
regulating airlines “rates, routes or services’. This clause was included to 
prevent state legislators to move in, and replace federal regulators after 
the deregulation of the industry (Greenhouse 1995). Ultimately, the US 
Supreme Court ruled that members could sue airlines over breach of con- 
tract in the state courts, but not over consumer fraud law. The initial class 
action settled after the Supreme Court decision. Today, FFPs continue to 
make changes to terms and conditions. Air France-KLM for example 
announced in 2017 that miles would be valid for 24 instead of 20 months 
(and miles will not expire for members who make an eligible flight or co- 
branded credit card transaction during these two years). Virgin Australia’s 
Velocity, on the other hand, changed the program's terms and conditions 
during the 2016 financial year to reduce the expiry of points balances in 
inactive accounts from three years to two. 
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Like any other business, and any loyalty program, FFPs are the target of 
fraud. Fraud in an FFP can take on many forms. Verschuren (2006) 
outlined the following types of fraud: misuse of accounts, double dip- 
ping, earning miles on other passengers’ flights, misuse of elite privi- 
leges, manipulated documents and staff misuse. To start with the misuse 
of accounts, it describes a collection of fraudulent behavior, including 
(but not limited to) the sale of miles to other parties. Most programs do 
not allow this type of commercial agreements as it undermines the objec- 
tive of the program. As the earning ability grew across multiple partners, 
members started to sell their unwanted tickets, in some cases facilitated 
by travel agencies and brokers. In response, the airlines began to police 
this market. The airlines ultimately pursued two strategies: they com- 
pletely disqualified members who sold their award tickets and they filed 
lawsuits? against the brokers for tortious interference with business 
relations and unfair competition (Anderson 1996). Double dipping 
describes the accruing of miles more than once for the same activity, 
either in the same program, or across different (alliance) programs. FFPs 
generally have managed to put a halt to this by implementing verifica- 
tion mechanisms to ensure one transaction can only accrue miles once. 
Earning miles on other passengers’ flights describes the accrual of miles 
by a person who is actually not traveling, using the activity of another 
passenger. Many programs have implemented a name matching check, 
to validate that the name of the passenger in the passenger name record 
(PNR) corresponds with the name held in the FFP database. ‘The strict 
application of these rules can lead to significant rejections in markets 
where ambiguity exists in how to spell the surname, or even the sequenc- 
ing of name and surname. Misuse of elite benefits covers a wide range of 
fraudulent behavior in relation to the tier benefits, ranging from gaining 
access to lounges with a borrowed card to obtaining higher priority on a 
waitlist by including a top tier member in the booking (some airlines 
provide for priority waitlist for all passengers included in the PNR). 
Manipulated documents may include falsified documents to obtain 
miles through retro-crediting. Finally, and like in any business, there is 


abuse by staff. Programs have responded by putting in place fraud and 
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loss prevention policies, supported by increasingly sophisticated systems 
detecting fraud. This includes the ongoing running of queries to detect 
suspicious behavior. Srinivasan (2006) described how Emirates runs 
queries on the frequent flyer database, flagging suspect transactions such 
as abnormal accrual and redemption behavior, frequent changes to 
member profiles, and other unusual account activity. 

In addition to the expiry policy, the terms and conditions of the FFP 
typically dictate a range of other policies that deal with a variety of sce- 
narios. Key policies include fees (including those levied for changing or 
cancelling award travel tickets), retro claim processes in case of missing 
miles (outlining the process as well as documentation required), account 
merger or duplication policies (what happens if a member has multiple 
accounts or missing information), and estate policies (what happens to 
an account when a member is deceased). 


Systematic Gamification or Gaming the System? 


With all the comprehensive accrual and redemption strategies in place, as 
well as ever more sophisticated tiering structures, one may think that 
there is little room left for members to game the system and, for lack of a 
better analogy, win against the house. Interestingly enough though, FFPs 
attract a loyal following that knows how to maximize the benefits derived 
against the smallest possible investment. Gaming in this case could be 
described as exploiting to the fullest extent the possibilities offered by 
program, by engaging in behavior other than what was originally intended 
to occur. In all fairness, airlines mostly willingly accept the existence of 
these loopholes, in the realization that a complete shut-down of them 
would result in a non-viable program. They are accepted as the residual 
by-product of a structure that is realizing the desired outcome for the 
majority. Examples of such behavior are provided below. But it is impor- 
tant to note that strategic consumers are not necessarily impacting the 
airline negatively. Chun and Ovchinnikov (2015) demonstrate that when 
an airline coordinates its revenue management and loyalty program poli- 
cies, it can in fact benefit from strategic consumer behaviors—the profits 
will be higher when consumers are strategic instead of myopic. 
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° Mileage runs—Perhaps the most common type of gaming, mileage 
runs represent a member activity whereby the sole purpose of flying is 
collecting the associated miles. With no reason to travel other than the 
accrual of miles, members will look for specific itineraries that will 
yield the maximum number of miles against the lowest possible cost. 
An example of such an itinerary could be a special offer for a long-haul 
flight that awards the full mileage. The catalyst for this type of behav- 
ior could be simply to get more miles, but in any many cases members 
will make these trips in order to secure (re)qualification for an elite tier. 
The switch to the spending-based programs will not eliminate mileage- 
running completely since one option to spend more is simply to fly 
more (Chun and Ovchinnikov 2015). 

° Elite qualification shortcuts—As mentioned earlier on, alliances 
have made a profound impact on FFPs. Not only because of the har- 
monized benefits they provide under the alliance wide structures, but 
also because of the drastically increased accrual and redemption pos- 
sibilities they offer on the extended networks. Under the reciprocity 
afforded by the alliances, members are free to choose any program of 
their choice (very few programs have eligibility restrictions based on 
the country of residence). Given how the programs are still different 
when it comes to accrual rules, award charts and qualification criteria 
for elite levels, it means that within an alliance there will be programs 
that are relatively more generous than others, or offer faster ways of 
qualifying or requalifying for elite tier status. Members may forego the 
benefits of belonging to the home carriers program, and opt for 
another program that suits them better. As said, using program that 
does not belong to the airline most traveled on, presents some down- 
sides. The main drawback is that most airlines would obviously reserve 
the best treatment for their own members, a good example of this 
would be upgrades in the case of an oversold cabin. 

° Strategic use of flight award rules—For most programs, especially 
those that are included in a global alliance, there will be a comprehen- 
sive set of rules that govern how a member can travel on a redemption 
itinerary. Typical rules include the use of stopovers, open-jaws, mixed 
cabin redemptions and so forth, and this in combination with a zonal 
or mileage based redemption chart. Members can find loopholes in the 
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rules, allowing them to travel a lot more, or in a higher cabin, than 
what would otherwise be the norm in the program. A good example of 
this is what some members referred to as the free one-way in the United 
Airlines program. Under the previous MileagePlus award rules, it 
would be allowed to make a stopover in the region of origin. Members 
could therefore book an international roundtrip, say from Dallas to 
London. On the return, a stopover was allowed in the home city 
Dallas, so the member could finish off the itinerary with a one-way 
segment to any domestic US destination, effectively providing a free 
one way from Dallas to that city. Under the rules applicable for travel 
booked on or after October 6 2016 it is no longer possible, as the one- 
way segment must occur outside the region of origin. Another creative 
use of flexible award rules is booking one-ways instead of roundtrip 
tickets to reduce fuel surcharges that are levied. In some cases, fuel 
surcharge can be less for certain departure points. By booking two 
one-ways instead of a roundtrip, the member will benefit from the 
lower fuel surcharge on one of two legs, instead of paying the higher 
amount times two for the roundtrip itinerary. Lastly, in some cases 
FFPs run different award charts in parallel, with specific charts being 
applicable for certain carriers. Normally, the chart applicable for the 
home carrier redemptions would be more advantageous, in an effort to 
steer traffic to the home carrier. In some instances, however, the award 
chart for partner redemptions is more advantageous. Singapore Airlines 
for example charges less for Star Alliance redemptions from a number 
of regions, including North America to Southeast Asia, than it does for 
award itineraries that only include Singapore Airlines-operated flights. 


Notes 


1. See Chap. 6 for a detailed discussion of the cost per mile redeemed. 

2. The round-the-world ticket comes with various restrictions like an origi- 
nal departure city that cannot be used as a stopover city, and crossing the 
Pacific and the Atlantic Ocean can only be done once. 

3. Stauss et al. (2005) identified seven categories of frustration incidents 
that can be triggered by a loyalty program. Four categories of incidents 


110 3 Core Elements of the Frequent Flyer Program 


(inaccessibility, worthlessness, qualification barriers and redemption costs) 
result in the members’ frustration being directed on the program itself. 
The other three (discrimination, economization and defocusing) affect the 
perception of the relationship with the firm. 

4. PPS stands for Priority Passenger Service and represents an elite tier for 
the Singapore Airlines Krisflyer program. 

5. Singapore Airlines announced revised qualification criteria in 2017 to 
take effect from June 1, 2018. Under the new membership structure, 
qualification and requalification will require a spend of SGD 50,000 on 
first and business class in one year. ‘The existing criteria will remain in 
force for those who qualified before June 1, 2018. 

6. Per sempre is Italian meaning forever. 

7. The Senator lounge is also accessible for passengers traveling in first class 
without any FFP membership, however first class passengers also have 
access to dedicated first class lounges. 

8. See for example American Airlines, Inc. v. Christensen, 967 F.2d 410 
(10th Cir. 1992); TransworldII, 913 E2d 676 (9th Cir. 1990); Northwest 
Airlines, Inc. v. Ticket Exch., Inc., 793 E. Supp. 976 (W.D. Wash. 1992). 
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The Economics and Accounting 
of Frequent Flyer Programs 


Traditional economics theory may not have foremost on the minds of the 
airline marketers who launched the first frequent flyer programs (FFPs) 
back in the 1980s. Yet the programs’ success can be traced back to some 
core economics principles. This chapter will use three lenses to review the 
FFP from an economics point of view. Firstly, we will see how traditional 
economic theory can be used to understand the workings of FFPs—think 
for example of the theory of marginal cost, or competitive theory like the 
concept of barriers to entry. The second lens will be that of behavioral 
economics—a relative newcomer in the field of economics. ‘The princi- 
ples of behavioral economics however have been applied by marketers, 
perhaps unknowingly, since the inception of loyalty programs. The third 
lens is that of business economics—offering an overview of the drivers of 
revenues, costs and profits of the FFP. This chapter concludes with a sec- 
tion on FFP accounting, and various accounting practices and applica- 
tions for FFPs are reviewed. 
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Frequent Flyer Programs Through 
the Eyes of an Economist 


At a first glance, economists may look at FFPs and identify the theory of 
marginal cost as the key enabler (and explanation) for the success of the 
programs. If it was not for a steady supply of redemption seats to the FFP 
certainly during the early year, the programs would not have been in a 
position to build the very attractive value proposition to members. The 
relatively low marginal costs of those seats helps to explain why the air- 
lines were happy to release these seats for award travel. However, a closer 
examination reveals that other key principles of economic theory can also 
be applied to better understand the programs and their structures. 
Considering how FFPs were conceived as, and ultimately still are, com- 
petitive tools, it should come as no surprise that especially those eco- 
nomic theories explaining competition dynamics are relevant for FFPs. 
McCaughey (2008) outlined that FFPs serve three main economic pur- 
poses (all related to competition): erecting barriers to entry, maintaining 
customer loyalty through increased switching costs, and, using the FFP as 
a sophisticated pricing tool. As an economist, McCaughey also raised 
questions around the ethical dimensions of FFPs, and the possible regula- 
tory implications—both will be discussed in more detail in Chap. 6. 
Here we will discuss the three aforementioned theories in more detail. 
Price discrimination—Airline pricing is characterized by consider- 
able variation in pricing, also known as price dispersion. Price dispersion 
describes the degree to which a company charges different prices to dif- 
ferent customers, in this case airlines on the same airline and route, offer- 
ing the same seat. If you were to ask the person next to you on a flight 
how much he or she has paid, it is likely that the answer is substantially 
different from what you paid. Early research found that the expected dif- 
ference in price paid by two passengers is 36 percent of the average fare 
on that route (Borenstein and Rose 1994). Clearly airlines want to be 
able to charge a higher price for an otherwise largely similar product, and 
exploit the different price elasticities of consumers. FFPs can act as a tool 
to distinguish between different sets of customers with different levels of 
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price elasticity. Members of the FFP tend to have a higher willingness to 
pay, as will be discussed in Chap. 6. Basso et al. (2009) argue that FFPs 
function as second degree price discrimination by serving as a sort of 
quantity discount scheme. As not every member will earn enough miles 
to reach an award level, the airline effectively charges them a higher price 
than the members who are able of reaching a redemption threshold. 

Switching cost—Switching costs are costs that a consumer incurs 
when switching to a competitor's product; even when the products of 
two firms are functionally equal (Klemperer 1995). A seat on airline A is 
pretty much the same as a seat on airline B. The Zodiac Cirrus III series 
of seats for example is offered in business class on aircraft operated by 
American Airlines, Air France, Finnair, EVA Airways, Cathay Pacific, and 
China Eastern. Airlines fly the same aircraft types, use the same seat man- 
ufacturers, and even get catering from the same company. In many ways, 
the airline product offers little room for differentiation. Given the relative 
homogeneity of the product, consumers would be, in theory at least, 
indifferent to travel on carrier A or carrier B, assuming the cost and the 
schedule are comparable. Firms therefore have an incentive to create and/ 
or increase switching costs. By making the award structure nonlinear, the 
customer has even more incentives to stay with one airline. In this way, a 
FFP can increase the switching cost for the passengers (Carlsson and 
Lofgren 2006). Offering discounts, prizes or rebates based upon their 
cumulative purchases in the form of a loyalty program, introduces an 
increased cost to switching from carrier A to carrier B (Kobayashi 2005). 
This effect would of course be even stronger if the consumer is a member 
of the program of carrier A, and has a meaningful balance with carrier A. 
As an elite member of an existing program, with a significant miles bal- 
ance, you would think twice about defecting to another program as you 
would likely have to start from scratch in the other program. In this way, 
membership in a program also serves as a barrier to exit. Loyalty pro- 
grams can cause consumers who would otherwise be indifferent between 
homogenous products to become stickier to one provider. It is clear that 
many programs actively use this concept and actually raise switching 
costs by, for example, offer lower requalification criteria, and elite tier 
mileage bonuses.’ 
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Barriers to entry—Consider an airline that would like to enter a new 
route, or even perhaps a group of investors contemplating starting a new 
airline. If you are up against an established player, and that established 
player has a deeply entrenched base of frequent flyers participating in its 
program, you may wonder twice about the chances of being able to pull 
away some of those consumers. In this case, a strong FFP can act as a bar- 
rier to entry for new companies. One particular way to address this chal- 
lenge is by joining with an established player, giving immediate access to 
a larger network and established service benefits (Chap. 5 discusses in 
more detail the pros and cons of joining an existing program versus 
launching a new program). 

Principal-agent relationship—Another well-known aspect of FFPs 
is that in many cases, the person (or entity) paying for the flights is dif- 
ferent from the person traveling. Imagine for example a corporate trav- 
eler, who is faced with multiple options for a certain itinerary. Based on 
his or her membership in the FFP, the traveler may be more inclined to 
select an option that maximizes the FFP benefits (for example miles 
earned, but tier benefits play a role as well) than an option that represents 
the best economic value for the company that is picking up the tab. Most 
miles accumulated during business trips are redeemed to obtain free tick- 
ets for leisure purposes (Suzuki 2003). In economic theory, this is 
described as the principal-agent relationship. Many larger companies 
today use the services of travel management companies helping them to 
streamline the booking process, and adherence to the company’s travel 
policy. Research published in 2006 by Carlson WagonLit, a travel man- 
agement company, showed that approximately 80 percent of companies 
require travelers to book through the travel management company for air 
travel and hotels (Carlson WagonLit 2006). However, the same research 
also showed that in more than half of the air transactions at least one 
booking rule was broken—with 21 percent of the transactions involving 
the booking a non-preferred airline. Some of this effect would be driven 
by preference for a certain airline belonging to the passenger’s FFP” It is 
of interest however that the largest infraction of the travel policy is not 
the choice of airline, but the time of booking. According to the report, in 
23 percent of the transactions the booking was made less than fourteen 
days prior to travel leading to fares higher than necessary. Along the same 
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lines of the principal-agent relationship, research also showed that will- 
ingness to pay for ancillaries is also much greater when the traveler is not 
paying for the flight him- or herself. FFP members who are not paying 
themselves are willing to pay around EUR 100 for more leg room while 
FFP passengers who do pay for their tickets are only willing to pay EUR 
14 (Martin et al. 2011). 


Using Behavioral Economics to Understand 
the Frequent Flyer Program 


Whilst the core competition economic theories help to explain why the 
airlines run the programs, there is another interesting angle to look at the 
programs and that is behavioral economics. Behavioral economics com- 
bines a range of disciplines, from psychology to cognitive science, in 
order to create a more complete picture of how individuals behave in the 
market place. Twenty-five years ago, behavioral economics did not even 
exist as a field. The idea of importing insights from psychology into their 
field in fact made most economists deeply skeptical (Camerer et al. 2011). 
Unlike traditional economics, which by and large assumes that consum- 
ers are rational, behavioral economics recognizes that consumers are not 
fully rational, and do not always understand what is driving their deci- 
sion making. The term behavioral economics was coined relatively 
recently, but one could argue that loyalty marketers have been (perhaps 
inadvertently) applying the key principles for as long as loyalty programs 
have been around. In experiments conducted by Osselaer et al. (2004) it 
was shown how loyalty points could influence purchase decisions, even 
when the points should not have a played a role at all as its irrelevance was 
readily discernible. Beyond providing just the incentive to induce certain 
member behaviors, programs increasingly become more sophisticated in 
setting the right choice architecture (including parameters like default 
options, presentation of choices, labels and frames). Here are a few exam- 
ples of the behavioral economics at play: 

Combined currency pricing (cash and miles)—Dreze and Nunes 
(2004) showed that in many instances, members prefer a combination of 
two currencies to price an award—the so-called combined currency 
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pricing. This is especially true when the perceived cost function of one of 
the currencies (miles in the case of FFPs) is convex within the range 
offered. In other words, members attribute a different cost to a mile 
charged depending on the number of miles charged. As a result, charging 
the right combination of miles, or giving members a range with options 
helps to lower the overall perceived cost, and therefore will maximize the 
revenues from the promotion. 

Goal gradient effect—Imagine a member who is only 1000 miles 
short of redeeming for his dream trip across the Pacific in first class on his 
preferred airline. Instinctively we know that this member will likely do a 
lot of things (and not necessarily all that rational) to get those last 1000 
miles to get his highly coveted award. It could mean taking another flight 
to get the miles, or to buy the miles at a relatively high cost per mile. Or 
imagine a platinum member who is two flights short of requalifying for 
the next year—it is not unthinkable that this member will go out his or 
her way to make sure that those flights are taken. Research shows that the 
increased willingness to invest effort is a function of the proportion of 
original distance remaining to the goal (Kivetz et al. 2006). In other 
words, the closer to the goal, the more effort the member is willing to 
make to get there. FFPs actively exploit this phenomenon in various 
ways—think for example of top-up offers to members who are on the 
threshold of being able to redeem an award, or reminders to members 
who are on the cusp of qualifying for the next level. Figure 4.1 offers a 
visualization of the goal gradient effect: the closer the member's miles 
balance is to the level required for an award, the stronger the intention to 
purchase will be. 

Endowed progress effect—Another class room example of behav- 
ioral economics at work is the endowed progress effect. This effect 
describes how members react to having a flying start in a loyalty pro- 
gram, even though the actual effort required to get the reward is the 
same. Nunes and Dréze (2006a) demonstrate that people with artificial 
advancement toward a goal exhibit greater persistence toward reaching 
the goal. A simple example of this can be the following car wash loyalty 
program. Imagine that the car wash operator gives out a free wash after 
five washes. Many experiments show that if the car wash would give the 
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Fig. 4.1 Illustration of the goal gradient effect 


free wash after seven washes, but automatically marks off the first two 
washes as already completed, the customer would be more likely to com- 
plete the remaining car washes. By reframing the task as something that 
has already begun, and incomplete, rather than as a task not yet begun, 
it increases the likelihood of task completion, and decreases completion 
time. In the context of a FFP, one could argue that the lofty welcome 
bonuses on co-branded credit cards serve this purpose, giving the mem- 
bers a head start to an award redemption. At the same time however, you 
could argue that it does not fit the definition exactly of the endowed 
progress effect, as the underlying effort is not quite the same, as a mem- 
ber who receives a 50,000-mile bonus still pays the same as a member 
who did not get the bonus (the price of an award ticket for the bonus 
receiver did not increase by the bonus). 
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Program Structure: The Trade-off Between Transparency 
and Opaqueness 


Tapping into the insights afforded by behavioral economics can be a power- 
ful strategy for loyalty marketers. In this context, there are some program 
structures that lend themselves more so than others to these approaches. 
The traditional FFP, with its non-linear approach to awards and tier bene- 
fits, seems to provide a wide range of opportunities to exploit behavioral 
economics. A more linear program, like a rebate-based or fixed cash back 
structure, may find itself limited in the ability to apply some of the market- 
ing tactics afforded by behavioral economics. In this sense, greater transpar- 
ency does not always translate into enhanced program effectiveness. 


The Business Economics of the Frequent 
Flyer Program 


The third and last lens is that of business economics. In this context it is 
important to make a distinction between the various program types (leg- 
acy, advanced and autonomous) as the underlying business economics 
will differ. For a legacy FFP, fully intertwined with the airline, the busi- 
ness economics will look quite different from that of a standalone FFP. For 
the sake of clarity, we will start here with a review of the legacy FFP and 
work our way up from there to autonomous programs. 


Business Economics of the Legacy FFP 


When the legacy programs were introduced first in the early 1980s, their 
core objective was straightforward: defend and grow the share of wallet of 
high-frequency travelers. And the design of the early programs did just 
that: rewarding high-frequency travelers. The thinking behind it was sim- 
ple: give out awards that carry little or no cost to the airline in exchange 
for two desired behaviors: fly more, and at higher yields than non- 
members. The incremental revenues resulting from flying more on the 
airline at higher fares outweighed the direct cost of running the program 
and the cost of the miles. Back in those days, the miles entered the books 
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at a low value, using the marginal cost approach (a more detailed discus- 
sion will follow in the Accounting section below). Of course, as the pro- 
grams proliferated around the world, airlines also increasingly felt they 
could not miss out and launched their own programs in a reaction to the 
competitive playing field. As Levine (1986) pointed out, even airlines 
whose hub systems gave them relatively large proportions of monopoly 
routes, like Piedmont and USAir, decided to launch FFPs after initial 
resistance, as did others who had expected that their low and relatively 
non-discriminatory fare structures would make bonuses unnecessary. 

On the non-air side, the core economics of the legacy FFP are simple 
as well. Given that miles are sold at a rate of approximately USD 1-3 
cents per mile, and assuming that a traditional award ticket is priced at 
25,000 miles, it is clear that the proceeds from selling an amount of miles 
typically associated with an award ticket, will far outweigh the direct cost 
of an award ticket. The marginal, direct cost of an award ticket (including 
items such as catering, fuel, reservations processing, liability insurance, 
and other miscellaneous expenses) is less than USD 15 (Nunes and Dréze 
2006b). Chapter 6 will identify the indirect, or hidden, costs, like dilu- 
tion and displacement in more detail. 

This perfect mix of selling miles at attractive yields to partners, and 
incurring a cost which is fundamentally based on the marginal cost of 
award tickets, proved to be a very attractive proposition for the programs. 
Many new partnerships were formed, resulting in an ever-increasing 
inflow of miles into the system. With the wider range of partners, the 
programs also became more attractive and relevant for the less frequent 
travelers. These travelers, who based on their flying behavior would strug- 
gle to reach a meaningful miles balance, could now supplement their 
accrual opportunities by tapping into an ever-increasing range of non-air 
partners. This combination of increased non-air accrual plus a widening 
base also meant that in some cases the legacy model had reached its natu- 
ral limits. The reliance on distressed inventory could no longer provide 
enough seats to cater for the increased level of demand for award seats. 

One of the major drawbacks of the legacy model however, is the diffh- 
culty of providing an accurate definition of the costs and revenues. Other 
than the revenues that are generated directly from the sale of miles to 
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partners, many airlines struggle to empirically quantify the financial 
effect of the loyalty program—especially on a member level. Whilst it is 
clear that members tend to travel more, pay higher fares, and tend to be 
more resilient during economic downturns, it is not easy to isolate the 
effect from the FFP from other factors such as geographical location or 
corporate travel behaviors. Similarly, on the costs side, especially as pro- 
grams grew, there could be significant hidden costs that are more difficult 
to quantify such as dilution and displacement. Dilution happens when a 
member decides to redeem miles for a ticket that he or she would other- 
wise have purchased through the normal commercial channel on that 
airline. Displacement occurs when a revenue paying passenger could not 
buy a seat on a plane because that seat was occupied by an award ticket 
passenger (Chap. 6 will offer a more detailed exploration of dilution, 
displacement and other drivers of cost for the legacy program). 


Business Economics of the Autonomous FFP 


The autonomous or standalone FFP offers a radical departure from the 
sometimes opaque economics of the legacy program. ‘The clarity of the 
economics here is a result of the transfer pricing agreement that takes 
place in the case of the autonomous FFP. Instead of relying on presumed 
loyalty effects and assumed costs, the FFP and the airline enter into an 
arm's length commercial agreement. Under this commercial agreement, 
every transaction is translated into either a cost or a revenue, creating a 
clear picture of what goes in versus what goes out. As a natural conse- 
quence, the airline and the program will have a separate view on the value 
exchange following the separation. Let us start by examining the view of 
the standalone FFP. 

The standalone FFP is run like any other business and its performance 
can be evaluated using a profit and loss statement (P&L). In its simplest 
form, the standalone FFP has two revenue drivers (revenues from the sale 
of miles and other revenues) and two cost drivers (cost of redemptions 
and overheads). The sources of revenue can be classified into the follow- 
ing categories: 
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° Selling miles to partners— The bulk of the revenues for a standalone 
FFP are realized through selling miles to partners. The billings to part- 
ners can be quantified as a function of their volume and yield. Yield in 
this case refers to the selling price of a mile to partners. The FFP enters 
into commercial agreements with partners, providing the partners 
with this currency of miles that they can award to their customers for 
their patronage. Partners will buy the miles of the FFP at rates that 
typically have been pre-agreed. It is in the interest of the FFP to main- 
tain a robust yield, as it represents the core revenue stream. How much 
each partner will pay depends on a number of factors, including the 
predicted volume of purchases. As a rule of thumb, large partners will 
pay a lower yield, whereas smaller partners will pay a higher yield. In 
reality it means that the airline and the co-branded credit card partners 
will typically pay the lowest rates. In absolute numbers, industry 
observers peg the yield between 1 and 3 USD cents. Programs that can 
demonstrate a highly engaged base, with a strong brand, and sophisti- 
cated marketing abilities will be able to generate a higher yield com- 
pared to lesser endowed programs. 

° Other revenues—Other revenues cover a wide range of potential rev- 
enue streams—eftfectively anything but the sale of miles to partners. It 
includes member revenues, such as fees paid by members (for example 
booking and change fees) as well as the direct sale of miles to members 
(through top-up, or miles transfer mechanics). It may also include 
bonuses or bounties that are due when a commercial agreement is 
signed, or when a pre-agreed milestone is met. Other revenues are 
important for the standalone FFP, as some of these revenue streams 
carry no cost against them, and will flow directly to the bottom-line. 


On the cost side, the following categories can be identified: 


° Cost of redemptions—After the miles have been sold to partners, 
members will start building up their miles balances and at some point 
in time will start to redeem. Redemptions are critical to the ongoing, 
long-term success of the FFP, as it drives member engagement and 
therefore partner commitments to the program. Securing an attractive 
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portfolio of awards at an acceptable level of cost is one of the key 
requirements for successful FFPs. In the case of airline seats, with the 
transfer pricing agreement in place, the FFP pays the airline an agreed 
amount for every award seat used on that airline. The exact amount 
will vary and is dependent on the criteria specified in the commercial 
agreement between the airline and the FFP. The cost of non-air awards 
will be negotiated with suppliers, and will vary from product to prod- 
uct. As certain products or categories will represent a lower award unit 
cost, the FFP may actively steer redemption behavior in an effort to 
realize a lower award unit cost. More advanced FFPs will incorporate 
the future lifetime value of the member in the decision process that 
determines what redemption offers are served to the member. 

° Overheads—Like any other business, the standalone FFP will incur 
overheads. Overheads involve all the expenses normally associated 
with running a business, including personnel costs, rents, capital 
expenditures etcetera. Few companies disclose detailed information 
around overheads. Based on what is publicly available, a range between 
8 percent and 15 percent represents the norm for the most efficiently 
run programs. [his number will be significantly higher for programs 
that have not been able to realize economies of scale yet. As a result, 
their overheads will make up for a larger percentage out of the total 
budget. Figure 4.2 shows typical levels of overhead costs as a percent- 
age of revenues for leading FFPs. 


Similar to legacy programs, breakage also plays an important role in 
the business economics of autonomous programs. Given how there is 
revenue associated with each mile that is broken, breakage can have a 
profound impact on the financial performance of the autonomous FFP. 

The financial success of the standalone FFP will inherently depend on 
its ability to manage a number of key levers: the yield at which the miles 
are sold, the cost at which miles are redeemed, overheads and breakage. 
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Fig. 4.2 Operational expenses as a percentage of revenues 


Introduction to Breakage 


In any FFP, not every mile earned will be redeemed. The portion of ulti- 
mately unredeemed miles is referred to as breakage, and can be expressed 
as a percentage over earned miles. Members may not use those miles for a 
variety of reasons. In some cases, the member will never have enough miles 
to redeem for an award. Or the member simply loses interest, and moves on 
all together. As such breakage can be seen as a measure of member engage- 
ment with the program. Therefore the notion of high breakage equals high 
program profitability does not hold true, as ultimately reduced member 
engagement will jeopardize the ongoing viability of the program. 

Expiry policies can also influence breakage significantly. A strict policy can 
drive breakage up, although it may also act as a catalyst for members to use 
their miles instead of foregoing them. Conversely, a program without an 
expiry policy does not equate to zero breakage as breakage also includes 
the miles that stay unused in accounts over time.? 

Breakage rates vary from program to program, and few programs dis- 
close actual breakage numbers. For sophisticated programs, with wide 
accrual and redemption offerings, the breakage rate will be below 15 per- 
cent. For the legacy programs, it will be significantly higher and can reach 
levels in excess of 25 percent. Figure 4.3 shows the breakage rates for a 
number of leading programs. 
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Fig. 4.3 Breakage rates for selected frequent flyer programs 
Source: Company reports 


Main Accounting Principles for Frequent 
Flyer Programs 


Unlike legal tender like coins and bank notes, you can’t actually touch 
frequent flyer miles—they remain an abstract concept until they literally 
materialize into a physical redemption product, or get transferred into 
another form of currency. It is for this characteristic, plus the fact that 
revenues typically occur before the costs, that FFP accounting incorpo- 
rates some rather particular characteristics. 

But let’s start by examining the basics. First, it is worth noting that dif- 
ferent programs operating in different geographies will report under dif- 
ferent accounting rules. Generally Accepted Accounting Principles 
(GAAP) are heavily used among public and private entities in the United 
States. The rest of the world primarily uses International Reporting 
Financial Standards (IFRS). In a loyalty program context, the main differ- 
ence between the two approaches at this point in time is the way to look 
at future liabilities. Under GAAP rules, a loyalty program operator can use 
Incremental Cost Method to determine the level of provisions which 


should be made for the loyalty currency. The Incremental Cost Method 
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recognizes a liability for the marginal cost of providing air transportation 
to eligible award passengers (for example the cost of taxes, fuel, food, 
etcetera to fly one additional passenger on a seat that otherwise would 
have been empty) (Franklin 2012). As the incremental cost of an award 
seat can be low, the resulting provision will be lower as well. Under IFRS 
rules on the other hand, and more specifically IFRIC 13, the operator 
must use the fair value of the award ticket instead of the incremental cost. 
And instead of entering a provision, the revenue associated with the travel 
component of the miles must be deferred until the mile has been redeemed 
(hence the name Deferred Revenue Model). 

In order to understand the accounting treatment, let us follow the life 
of a mile. This scenario outlines what happens in the case of an airline 
that reports under the IFRS rules and follows the Deferred Revenue 
Model. 


1. A mile is earned by a member. When a mile is earned by a member 
on the airline or participating program partners, it will trigger an 
increase in deferred revenues, and potentially a recognition of market- 
ing revenue. Awarding the mile to the member on behalf of the air- 
line, or a partner, involves committing to a future obligation on the 
part of the FFP, and therefore the revenue associated with that mile is 
deferred as a liability (similar to revenue received in advance). In other 
words, only when the FFP delivers on its promise, or when the mile is 
expired, can the associated revenue be recognized. ‘The second compo- 
nent, marketing revenue,‘ may be recognized immediately when the 
mile is earned. Marketing revenue can be described as the part of the 
selling price of a mile that partners are willing to pay in order to be 
associated with the brand of the program and the airline. Therefore, 
once the mile is earned, the argument is that the partnership has deliv- 
ered on the association aspect and therefore the marketing revenue 
component can be recognized. Qantas for example states that “Frequent 
Flyer Marketing Revenue associated with the issuance of Frequent Flyer 
points is recognized when the service is performed (typically on the issu- 
ance of the point)” (Qantas 2016). Similarly, Cathay Pacific states that 
“Marketing revenue, associated with the sales of miles to participating 
partners is measured as the difference between the consideration received 
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and the revenue deferred, and is recognized when the service is performed’ 
(Cathay Pacific 2016). What constitutes a realistic percentage in terms 
of marketing revenue out of the total seems to be somewhat arbitrary, 
and different programs use different percentages. However what is 
clear is that increasing the marketing revenue component will acceler- 
ate the recognition of revenues, but will not have an impact on cash 
flows. American Airlines (2016) states that in 2013 it recorded other 
revenue of approximately USD 31 million as a result of the change in 
the marketing component value which led it to defer less revenue for 
miles sold to non-air partners. Alaska Air indicates that shifting 1 per- 
cent of the cash proceeds from marketing deliverables to travel deliv- 
erables would defer the timing of revenue recognition by approximately 
USD 8 million (Alaska Air Group 2016). The next key question is: 
how much revenue should be deferred for every mile earned by a 
member? Under IFRIC 13,° the amount of deferred revenue must be 
based on the fair value to the member, not the cost of redemption to 
the airline. Therefore the previous approach of using marginal cost is 
no longer allowed, resulting in significantly higher deferred revenues. 
IFRIC 13 states that the fair value is the amount for which the award 
credits could be sold separately. Fair value can however be assessed 
through a variety of ways, including the sale price to partners, the 
value of the ultimate award to the customer, or a combination of these 
two factors. So in reality, programs have some leeway to establish the 
appropriate level of fair value of a mile. Programs are also allowed to 
reduce the fair value by the portion of miles that are expected never to 
be redeemed. Cathay Pacific denotes the following in its annual report: 
“Breakage, the proportion of points that are expected to expire, is recog- 
nized to reduce fair value, and is determined by a number of assumptions 
including historical experience, future redemption pattern and program 
design” (Cathay Pacific 2016). 

2. A mile is redeemed by a member. When a mile is redeemed by the 
member, the associated redemption revenue can be recognized. 
Airlines typically recognize the revenues under Passenger Revenues, and 
for redemptions made on partner airlines, the revenue is recognized 
under Other Revenues. 
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3. A mile is expired. From a financial point, there is no immediate trans- 
action that is triggered by the expiry of miles as the expected breakage 
is already taken into account by discounting the fair value that should 
be deferred. However, should there be a material difference between 
the projected rate of breakage and the actually observed rate of break- 
age, the program may have to go back to the drawing board and adjust 
its breakage projection rate. 


Programs may have other sources of revenues, like membership fees 
and the like. These revenues are typically recognized at the moment when 
the service is delivered, or on the expiry of any refund period. Table 4.1 
shows how United Airlines presents the financials in relation to it 
MileagePlus program. Using the Deferred Revenue model, it specifies 
how cash proceeds are allocated against one of three potential categories: 
marketing revenue (categorized as other revenue), deferred revenue, or 
the reduction in pre-paid miles. 

Under both the Deferred Revenue Model and the Incremental Cost 
Method the loyalty operator recognizes a liability on the balance sheet 


Table 4.1 Financial information on United Airlines MileagePlus 


United States Dollars (million) 


Year ended Cash proceeds Other revenue Increase in Decrease in 
December from miles recognized upon frequent flyer advanced 
31st sold and award of milesto deferred revenue purchase 
earned third-party for miles of miles‘ 
customers? awarded? 

2016 3022 1221 2050 (249) 

2015 2999 1050 2173 (224) 

2014 2861 882 2178 (199) 


Source: United Airlines (2017) 

«This amount represents other revenue recognized during the period from the 
sale of miles to third parties, representing the marketing-related deliverable 
services component of the sale 

>This amount represents the increase to frequent flyer deferred revenue during 
the period 

‘This amount represents the net decrease in the advance purchase of miles 
obligation due to cash payments for the sale of miles less than miles awarded 
to customers. (United Airlines previously sold UnitedPlus miles to Chase Bank 
USA which United Airlines recorded as advanced purchase of miles) 
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between the time the miles are earned and the time when the miles are 
redeemed. But the liability accounts on the balance sheet would have dif- 
ferent labels. In the case of Deferred Revenue Model a typical label could 
be: unrecognized revenue from the loyalty program. \n the case of the 
Incremental Cost Method, the label would be along the lines of estimated 
liability for program redemptions costs. In both cases, the net income of the 
company that is running the loyalty program is reduced by the liability it 
is incurring. However, the amount of liability will typically be larger 
under the Deferred Revenue Model than under the Incremental Cost 
approach, as the former is based on the value to the member and the lat- 
ter is based on the cost of producing the award. Especially in the airline 
industry, there could be a significant delta between the two. When it 
comes to redemptions, the company will recognize Deferred Revenue 
when the miles are redeemed under the Deferred Revenue approach. In 
contrast, under the Incremental Cost approach, there will be no impact 
to net income as long as the prediction of the cost was accurate. In the 
long run, the net outcome of both approaches should be the same, the 
only difference being the timing of the recognition of both expenses and 
revenues. In reality though, the chosen FFP accounting method can 
influence how the programs are operated. The Incremental Cost Method- 
based accounting for FFPs has been subject to increasing scrutiny over 
time as it does not account for the opportunity cost (i.e. the cash revenue 
foregone) associated with displacement when the seat an award passenger 
travels on would have been sold to a fare-paying passenger (Franklin 
2012). Increasing load factors, significantly larger programs, and acceler- 
ated earn velocity enabled by more partnerships put the key assumptions 
under the Incremental Cost Method in jeopardy, as airlines can no longer 
rely on low cost, distressed inventory to satisfy the increased demand for 
award seats. 

Regardless of the approach, it is worthwhile to note that the key inputs 
into the model are based on estimates made by management including 
fair value, breakage and future redemption costs (which is a function of a 
number of factors including the mix of redemptions). It illustrates the 
importance of having the ability to provide the right metrics as any mate- 
rial variance will lead to significant impacts on the statement of financial 
position. 
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IFRIC 13 Customer Loyalty Programs was issued on June 28 2007 and 
was aimed to eliminate the diversity in accounting standards used by 
loyalty programs. Before IFRIC 13, many companies treated the cost of 
a loyalty program as a marketing expense, arguing the loyalty program 
was part of the marketing mix, and aimed at making customers come 
back to the same company. With the introduction of IFRIC 13, loyalty 
program managers were forced to adopt a new vision on the value of the 
award component. Rather than the program being a marketing cost, each 
sale had to be split up into two components, namely the value of the 
flight and the value of the miles awarded. The allocation between the 
value of the flight and the value of the miles must be done at fair value. 
The value attributed to the awarded miles is deferred as a liability until 
the miles are ultimately utilized. Especially for FFPs, the adoption of 
IFRC 13 had significant consequences, as the move from incremental 
costing to fair value in many cases triggered an adjustment on their state- 
ment of financial position. Qantas for example announced that the 
implementation of this change had the effect of increasing the liability by 
AUD 508.4 million, resulting in the reduction of the opening retained 
earnings at 1 July 2006 by AUD 508.4 million (Qantas 2008). Delta Air 
Lines revalued its FFP liability under the Deferred Revenue Method fol- 
lowing its Chapter 11° reorganization and subsequent fresh start 
accounting—as a result its FFP liability increased from USD 412 million 
to USD 2.4 billion (Franklin 2012). The Incremental Cost Method increas- 
ingly faced headwinds as a result of changing business conditions. In 1990 
the Accounting Standards Executive Committee, part of the American 
Institute of Certified Public Accountants (AICPA), considered a proposal 
to make the Deferred Revenue Method mandatory for U.S. airlines. In the 
end the proposal was defeated in an 8-to-5 vote with two abstentions 
(Franklin 2012). Finally in May 2014, the International Accounting 
Standards Board (IASB) and the US Financial Accounting Standards 
Board (FASB) respectively issued largely converged new revenue stan- 
dards: IFRS 15 Revenue from Contracts with Customers and Accounting 
Standards Codification (ASC) 606, Revenue from Contracts with 
Customers (created by Accounting Standards Update (ASU) 2014-09)1. 
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These new revenue standards will supersede virtually all revenue recogni- 
tion requirements in IFRS and US GAAP, respectively and will come into 
effect in 2018 (EY 2016). Companies currently using the Incremental 
Cost approach for miles earned through travel will be required to signifi- 
cantly increase their liabilities for earned miles through a relative selling 
price model. It is worthwhile to note that whilst the Deferred Revenue 
Method produces significantly larger liability balances compared to the 
Incremental Cost Method, those liability balances at the same time rep- 
resent future revenue that can be recognized by the entity. It provides 
management with a certain degree of control to influence the amount 
and timing of redemption revenue it recognizes by steering the availabil- 
ity of award seats. 

As outlined in Chap. 2, there are three types of FFPs today (legacy, 
advanced and autonomous)—and each type will offer a different degree of 
financial reporting. Legacy programs typically offer very limited insights, 
ranging from virtually no information to top line revenues from the sale of 
miles to (credit card) partners. Advanced and autonomous programs will 
offer a greater degree of disclosure. Some programs offer segmental report- 
ing, detailing revenue and costs for the strategic business unit. Autonomous 
programs (depending on the ownership structure), may offer detailed 
reporting in accordance with statutory requirements. ‘Table 4.2 show the 
profit and loss statement as disclosed by Lufthansa at the time of the sepa- 
ration of the Miles & More program into a wholly-owned subsidiary. Any 
profits derived from Miles & More are distributed to the group company. 


Idiosyncrasies of the Frequent Flyer Program: 
Anomalous Outcomes 


With all the thinking and fine-tuning that has gone into FFPs over the 
last three decades or so, the programs certainly have become more eco- 
nomical and efficient. At the same time, some elements can still be rather 
puzzling. Of course, the airline industry itself is no stranger to peculiarities, 
especially in the area of pricing. Only under airline-pricing can a one-way 
can be more expensive than a roundtrip or a long-haul flight cheaper 
than a far shorter flight. Here is an overview of some of the idiosyncrasies 


of the FFP: 
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Table 4.2 Profit and Loss statement for Lufthansa Miles & More International 


GmbH 2013 


Revenues 

Other income 

Cost of goods sold 
Cost of purchased goods 
Cost of purchased services 


Salary expenses 
Wages 
Social security, of those for pension 
EUR 38,775.60 (36,620.23) 


Amortization on intangible 

Other expenses 

Interest income 

Of those towards associated companies 
EUR: 7622.77 (27,836.50) 

Interest expense and bank charges 

Profits 

Income tax 

Other taxes (or Tax credits) 

Profits distributed in accordance to 
profit transfer agreement 

Net Profits 


Source: Lufthansa (2014) 


2013 
EUR 


218,050,671.61 
2,461,021.63 


18,090,147.65 
128,590,615.42 
146,680, 763.07 


5,944,332.00 
856,627.46 


6,800,959.46 
501,002.61 
20,630,360.26 
7662.77 


47,863.00 
45,868,407.61 
14,263,566.51 

0.00 
31,604,841.10 


0.00 


2012 
EUR 


204,541,084.94 
2,559,862.28 


20,845,055.37 
129,805,111.49 
150,650, 166.86 


4,975,636.28 
725,215.84 


5,/00,852.12 
447,207.26 
14,285,162.71 
28,062.45 


22,556.00 
35,483,064.72 
11,168,019.19 

436,405.00 
24,751,450.53 


0.00 


° Unintuitive Pricing—tIn some programs, a business class award can 


cost less than the same flight in economy class. This can occur when the 
lead-in redemption fare has sold out, and the going rate for the econ- 
omy cabin exceeds the lead-in fare for business class redemptions. With 
the economy and business rates sometimes being relatively close, the 
more expensive, dynamic rate for economy travel may surpass that of 
the business class rate. Conversely, for programs that use a combination 
of fixed and dynamic pricing, the dynamic fare can sometimes drop 
below the fixed grid. Another instance of unintuitive pricing can occur 
in the case of award pricing based on regional zones. Travel between 
zones is likely to be more expensive than travel within a zone, although 
the former may be a far shorter distance. As a result, a short flight that 
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crosses award zonal boundaries may be more expensive than a much 
longer flight that operates between airports in the same award zone. 

¢ Award availability inconsistencies—In the 1990s, the advances in 
computer power and distribution capabilities enabled forecasting, 
optimization and availability control at the origin and destination 
(O&D) level instead of looking purely based on a per-leg basis (Poelt 
2016). In other words, the revenue management system would look at 
the contribution across the entire trip, instead of accepting or rejecting 
a booking based on each individual leg (which could lead to subopti- 
mal solutions when for example the rejection over one leg could jeop- 
ardize an entire itinerary). This approach can have somewhat strange 
effects on award availability, with complex itineraries resulting in 
award seats, whereas the individual (and sometimes more direct or 
non-stop) flights do not offer award seats. 

° Unexpected partnerships—With the proliferation of bilateral part- 
nerships outside the traditional alliance boundaries, some programs 
have unwillingly become strange bedfellows with some of their stron- 
gest competitors. When Qantas entered into a global partnership with 
Emirates in 2013, it opened up the door for British Airways Executive 
Club members to start earning Avios on Emirates operated flights, as 
long as the member is booked under a Qantas (QF) flight number. 
Qatar Airways by the way is the biggest shareholder of IAG 
(International Airlines Group), the parent company of British Airways. 
Given the closely-knit networks in the airline industry, it seems 
unavoidable to have some of these spillover effects. 

e Inconsistent fuel surcharges and other fees—In Chap. 3, we dis- 
cussed the phenomenon of carrier-imposed fees and fuel surcharges on 
award travel. One peculiarity that may occur in this instance is that 
within the same program, some airline partners will attract fuel 
surcharges and fees, whereas other partners do not, resulting in signifi- 
cant savings for the traveler. 

° Underpriced award travel—The increasing ability to freely transfer 
miles from a wide range of credit programs to a variety of FFPs, cou- 
pled with increased member awareness of individual program award 
pricing, has led to an interesting phenomenon. Members will actively 
seek out the best available deal for a certain redemption, and funnel 
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the required miles into the most attractive program for that purpose. 
Alaska Airlines for example offered what was considered exceptional 
value for redemptions on Emirates, one of its many Mileage Plan air- 
line partners, especially for premium cabins. The combination of the 
below market award levels, and the attraction of Emirates’ exclusive 
first and business class cabins, forced Alaska Airlines to introduce a 
significantly increased award chart, without prior notice in 2016. 
According to a Q&A published by Alaska Airlines, the rise in so-called 
‘travel hacking’ led to the previous award charts being unsustainable 
(Alaska Airlines 2016). 

° Program and award chart arbitraging—lIn a very small number of 
cases, airline mergers have created situations whereby programs are 
run side by side. Although the programs are ultimately owned by the 
same owner, they continue to offer distinct accrual and redemption 
rules, but at the same time allow 1:1 conversion between the pro- 
grams. Ihis creates somewhat of an arbitrage opportunity for mem- 
bers, as they cherry pick the program that offers for example the best 
redemption value. A case in point is the Avios currency, which is shared 
between British Airways and Iberia, and which can be transferred 
between the two programs. In a different permutation, some programs 
charge different mileage amounts depending on the selected carrier or 
combination thereof. In some cases, using a combination of an alliance 
carrier with the home carrier program will result in a lower miles 
amount required. 


Notes 


1. In an effort to counter this effect, many FFPs run status match and chal- 
lenge promotions—see Chap. 3 for a more detailed discussion. 

2. Borenstein (1989) points out that travel agent commission overrides 
(TACOs) also rely on the principal-agent relationship between air travel 
buyers and travel agents. 

3. See Chap. 3 for a more detailed review of expiry policies. 

4. Some airlines, including Alaska Airlines, refer to this component as com- 
mission revenues. 
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5. International Financial Reporting Interpretations Committee (IFRIC)— 
The IFRS Interpretations Committee is the interpretative body of the 
International Accounting Standards Board (IASB). 

6. Chapter 11 is a chapter of Title 11 of the United States Bankruptcy Code, 
which permits reorganization under the bankruptcy laws of the United 
States. 
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Exploring the Ecosystem 
of the Frequent Flyer Program 


Frequent flyer programs (FFPs) operate as part of extensive networks 
interacting with a variety of partners and stakeholders. This chapter will 
provide an overview of the key relationships and the underlying dynam- 
ics for each relationship. 


Airline Partnerships 


American Airlines entered into the first airline agreement with British 
Airways in 1982. It signaled the start of what would become a key ele- 
ment in the programs’ success and effectiveness. 


Components of the Airline Partnership Contract 


FFP airline contracts govern the bilateral relationships between two air- 
lines. Standard features in these contracts include clauses around commer- 
cial arrangements and operational requirements. Most airline partner 
contracts are reciprocal, meaning the members of both programs can earn 
and redeem on both respective airlines. A few exceptions exist, where the 
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contract is one-way, meaning that only members of one program can earn 
and redeem on the other airline. In the case of the reciprocal agreement, 
there will be monies flowing back and forth between the programs. Under 
a typical agreement, airline A will compensate airline B when members of 
airline B fly on airline A and earn miles from airline B’s program. The 
underlying rationale is that airline A is enjoying the passenger revenues, 
whereas airline B is incurring the cost of the miles being earned, so airline 
A pays airline B. The exact amount airline A pays airline B will be spelled 
out in the contract, and different approaches exist for this. Some airlines 
use a fixed monetary amount per mile flown, others use an amount per 
mile earned, whereas others still use a zonal approach. Variations may exist 
for different cabin classes. On the flipside, when a member of airline pro- 
gram A redeems an award ticket for travel on airline partner B, airline A 
will compensate airline B for uplifting that passenger (as airline B is incur- 
ring the cost of transporting the passenger). Similar to the earn side, dif- 
ferent permutations exist in airline partner contracts for calculating the 
amount to be settled. Operational requirements describe everything from 
how airlines will exchange information to how and when service benefits 
are delivered to FFP members. Figure 5.1 shows the possible interactions 
taking place as part of a reciprocal airline FFP agreement. 

When the first global alliance was launched in 1997, it marked another 
important milestone for FFPs. With the combined network effects of an 
alliance, frequent flyers were now able to earn miles across a far wider 
network than a single airline could ever offer—and in a more integrated 
way compared to traditional airline bilateral agreements. Frequent flyers 
have the opportunity to earn at any of the partners in the alliance, mak- 
ing it easier to stick with one particular FFP (Morley 2003). Frequent 
flyers in their respective programs gained significant leverage of benefits 
as the alliance introduced a system to recognize members’ elite FFP mem- 
bers. Alliances use the combined power of their individual FFPs as a mar- 
keting tool (Gudmundsson et al. 2002). Airline alliances have FFP 
committees where decisions are made around FFP strategies. Contracts 
are in place to govern the relationships between the FFPs. Surprisingly, 
not every program offers online redemption access across all alliance part- 
ners yet. Some airlines restrict access to some partners, based on the 
underlying economics of the partnership. 


Airline Partnerships 
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* Assuming there is a commercial agreement between the airline and the FFP stipulating the terms for 
miles purchase by the airline, and the purchase of redemption seats by the FFP. In absence of such 
agreement, no actual settlement may take place between the FFP and the airline. 
Fig. 5.1 Dynamics of the airline bilateral partnership 


The Alliance-Wide Frequent Flyer Program: Myth or Must? 


Some observers have wondered if and when the day will come when we 
will see a shared, single FFP for any of the global alliances in the future. At 
face value, a single program does offer a number of advantages. Firstly, it 
would provide a single view of the customer. Secondly it would offer fully 
harmonized service benefits across the participating airlines. Thirdly, it 
would remove some of the inconsistencies that exist between alliance 
member programs today. Fourthly, it would provide for greater economies 
of scale as back-end services and overheads can be shared amongst a 
greater pool of members (not unlike what the Qualiflyer Group did in the 
1990s). But the answer to this question is closely tied to the reason why 
there are global alliances today. Unlike other industries, like fast moving 
consumer goods (FMCG) producers, and despite its international character, 
no single airline is a truly global player. There is no equivalent in the airline 
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(continued) 


space for Procter and Gamble, or Unilever. The reason for the absence of truly 
global players is not the lack of scale synergies similar to other industries, but 
individual country legislation which prohibits foreign majority ownership of 
what is deemed a critical industry in many jurisdictions. US airlines for exam- 
ple must be at least 75 percent owned (as a percentage of shares) and effec- 
tively controlled (as a percentage of voting-stock) by U.S. citizens. Similarly, 
under European Union (EU) regulations, foreign investors cannot own more 
than 49 percent of a European airline, and control of the company must 
remain in EU hands. Australia even offers legislation that deals with one air- 
line specifically (Qantas): under the Qantas Sales Act no single foreign inves- 
tor or foreign airline will be able to acquire more than 49 percent of the 
carrier.’ As a result, airlines resort to second-best alternatives, like the global 
alliances and immunized joint ventures for designated markets in an effort to 
reap the maximum benefits that can be derived from such arrangements. As 
airlines and their FFPs continue as individual units within a loose framework 
of alliances and codeshares, they will continue to seek to optimize their own 
financial performance for both the airline and the FFP. Whilst it is not possible 
for foreign entities or individuals to own a majority share in an airline, no 
such provisions exist for FFPs. It is therefore possible for foreign entities and 
individuals to purchase an entire FFP. Etihad Airways, which holds majority 
equity shares in the programs of Airberlin, Jet Airways, and Alitalia, along- 
side investments in the associated airlines, has followed this FFP investment 
strategy.? Although Etihad has formed an entity to support its collection of 
FFPs, it has not merged the programs into a single program, despite majority 
ownership in the individual programs. A potential reason for this strategy 
could be how the programs are tailored to specific operating environments. 
In general, different airlines still have different perspectives on their FFPs, 
often cost and competition orientated (Gudmundsson et al. 2002). 


An interesting concept in the industry has been the integration of 
smaller carriers (or rather their programs) into larger airline programs. 
There have been quite a few instances where a smaller airline joins the 
FFP of a larger partner. It should come as no surprise that when a smaller 
airline is (partially) acquired by a larger airline, the smaller airline joins 
the FFP of the acquiring company. But there are also quite a few instances 
where an airline decides to forego its own program to join that of a big- 
ger, stronger partner—in some cases even without an equity relationship. 
TAROM and Aircalin for example both use the Flying Blue program as 
their main FFP. Similarly, the Avios currency is used across eight airline 


partners including four non-IAG partners: flybe, Meridiana, Kulula and 
Royal Air Maroc.’ In the case of Miles & More, LOT Polish Airlines, 
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Adria Airways and Croatia Airlines are the fully integrated airline partners 
that Lufthansa Group does not hold any equity in. Van der Zanden 
(2007) outlined a number of reasons why a smaller airline would join 
forces with another larger airline’s FFP. In the first place, joining the FFP 
of a larger partner offers access to a greater network of flights, as well as 
access to an extended database of members. ‘This holds especially true 
when the joining airline is not a full member of any of the three major 
alliances. It therefore represents a more compelling member value propo- 
sition. Secondly, one can reasonably assume that level of sophistication of 
the large FFP is greater than what the small FFP could autonomously 
achieve within a reasonable set of time. Think for example of sophisti- 
cated campaign management tools, but also the size of the dedicated 
management team with specialized skills. Lastly, it may represent imme- 
diate cost savings, as some of the original costs of the proprietary FFP are 
now absorbed by the joined FFP. Joining forces with an existing FFP can 
also be an option for airlines contemplating launching their own 
FFP. Examples of airlines that joined existing FFPs include Kenya Airways 
who had originally joined the KLM Royal Dutch Airlines Flying 
Dutchman FFP. Widerge, the largest regional airline operating in the 
Nordic countries, uses the Scandinavian Airlines EuroBonus program. 
On the flipside, there are also some negative aspects associated with 
joining an existing program, rather than keeping or launching one’s 
own program. Whilst joining a larger, more mature program offers 
access to a larger database, and a wider range of partners and benefits, 
it also means giving up a certain degree of control over the program. 
When you join an existing program, it is likely that the large program 
is managed from a different location, and at times the interests of the 
large sponsor airline could prevail. Think for example of marketing 
messaging, where there typically is a limit to how much can be com- 
municated to members. Depending on the commercial arrangement 
between the sponsor and the joining airline, it could also mean forego- 
ing certain commercial opportunities, like the launch of a proprietary 
co-branded credit card. At the end of the day, it is not easy to quantify 
the net benefit or cost of these arrangements but two relatively recent 
departures illustrate that airlines do weigh the pros and cons—and in 
some instances choose to leave, and set up their own program. Oman 


Air, which had earlier elected to join the Gulf Air Falcon FFP, launched 
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its own Sinbad program quoting ongoing operational and systems 
problems, significantly reduced exposure to the Oman Air brand, and 
the high cost of the partnership as reasons for the split (Al Shikely 
2006). Another example is Air Europa which decided to leave Flying 
Blue after eight years, and launched its own Suma program in 2015. 
Also in 2015, COPA Airlines launched its own FFP, called ConnectMiles, 
replacing United Airlines’ MileagePlus FFP. By the third quarter of 
2016, ConnectMiles had reached a 74 percent penetration of flight seg- 
ments, replacing the incumbent MileagePlus program, allowing COPA 
to “regain control of our most important customers” (COPA Airlines 
2016). In case of a separation, both programs will need to come to 
terms around number of issues, including the allocation of existing 
members. Perhaps in an effort to combine the best of both worlds, in 
2015 Brussels Airlines launched the LOOP program which is offered in 
parallel to the Miles & More program (Brussels Airlines is 100 percent 
owned by the Lufthansa Group). According to Mufoz Sanz (2017) 
there was an opportunity for a new loyalty program, focusing specifi- 
cally on short-haul and leisure travelers, whereas the existing Miles & 
More program traditionally focused on business travelers, offering the 
best value in business class redemptions and long-haul flights. It is an 
interesting concept, however not many airlines would buy into the con- 
cept of their subsidiaries running separate programs. 


Airlines Mergers and Acquisitions: Impacts on the FFP 


Over the last fifteen years or so, the airline industry has witnessed a 
great degree of consolidation, particularly in the US and Europe. In the 
US, the eight largest carriers were effectively reduced to four (following 
the combined mergers and acquisitions between Delta Air Lines and 
Northwest Airlines, United Airlines and Continental, American Airlines 
and US Airways, and Southwest and AirTran). In Europe, amongst 
the full service carriers, three main groups are left: the International 
Airlines Group (including British Airways and Iberia), the Lufthansa 
Group (including Lufthansa, SWISS, Austrian and Brussels Airlines), 


and the Air France-KLM group. Every time airlines merge (or make an 
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Fig. 5.2 Four strategies to manage frequent flyer programs in a merger or 
acquisition 


acquisition), management is faced with a decision on how to handle the 
existing FFPs. Based on what has happened in the market, four main 
strategies can be observed. Figure 5.2 shows the possible scenarios for 
FFP integration following an airline merger or acquisition, as well as 
examples for each scenario. 

The first strategy is the consolidation strategy. Under this scenario, one 
of the two FFPs is effectively absorbed into the FFP of the merger part- 
ner, or acquiring airline. By consolidating the two FFPs into a single FFP 
(usually following the FFP of the larger airline), the new company can 
maintain the brand equity of the existing FFP. This scenario can be 
observed primarily in the US as in every merger or acquisition, only one 
airline brand survives—for example, following the 2016 merger between 
Alaska Airlines and Virgin America, Alaska Airlines decided that the 
combined company would retire the Virgin America brand in the future. 
In such a scenario, it is logical that the FFP brand of the surviving airline 
remains. In mergers, consumers who are a member of both programs are 
typically given an opportunity to consolidate their account balances into 
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a single, new account. Similarly, elite tier members will receive the equiv- 
alent tier in the new program. Although there is only one brand that 
survives, airlines have made significant changes to the FFPs at the time of 
the merger, sometimes in an effort to combine the best of both incum- 
bent programs. In Europe on the other hand, there have been a number 
of instances where two or more airline brands are maintained following 
the acquisition. According to Saranathan (2012), who was involved in 
the merger between United Airlines and Continental Airlines, proactive 
communication with members is required to explain the changes and 
drive engagement. In addition, he highlights the impact on technology, 
as well as the impact of system changes and policies on frontline staff. 

The second strategy is built around conserving the brand equity of 
both existing programs. Under the brand consistency strategy, the new 
entity elects to maintain both brands side by side but with a twist—a 
new and shared currency. International Airlines Group, the holding 
company of British Airways and Iberia, is an example of an entity that 
elected the brand consistency strategy. Instead of merging the two pro- 
grams, it found a hybrid solution by maintaining the individual brand 
identities of the incumbent FFPs, but at the same time, introduced a 
new, shared currency called Avios that is used by both programs. 
Consumers can hold memberships in both programs, and transfer Avios 
between them. As the award grids, partner line-ups (and conversion 
ratios) are not fully aligned between the two programs, members may 
sometimes be better off by transferring Avios from one program to the 
other. But clearly, there is an advantage in maintaining the two pro- 
grams, especially as they would represent enormous brand equity in 
their home markets. 

The third strategy, called conservative revamp, is characterized by 
making small, incremental changes to the programs including the reca- 
libration of benefits, and tweaking of brand identities. LATAM, the 
holding company that was formed following the merger between LAN 
and TAM serves as an example of the conservative revamp. Instead of 
merging the two existing programs (LANPASS and TAM Fidelidade), 
it chose to introduce new names for the existing programs, align the 
benefits but maintain separate currencies. LATAM Pass (the successor 


of LANPASS) continues to use kilometers, whereas LATAM Fidelidade 
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continues to use points. Both programs share the same naming 
convention for elite tiers—the new tiers are Gold, Platinum, Black and 
Black Signature. Looking to the future, there is no guarantee that full 
integration of the two plans will be completed in the near term or at all 
according to LATAM in 2016. 

The fourth and last strategy involves the most far reaching change. 
Instead of combining or following one program, it is back to the drawing 
board to design an entirely new program, with a new currency. Under the 
fresh start strategy, the existing programs are both replaced by an entirely 
new program. Examples of this strategy include the LifeMiles and Flying 
Blue programs. Following the merger of Avianca and TACA in 2009, its 
management decided to replace the existing Avianca Plus and Distancia 
programs with a new program. In doing so, it built a database of 195 
design and delivery decisions, comparing key competitors and other best 
practice benchmarks (Vincett 2012). Air France and KLM who maintain 
separate brand identities (as well as different on-board products, and sep- 
arate hubs across different countries), launched a new FFP called Flying 
Blue following the merger. Although this option represents the most 
drastic scenario, there are some key advantages associated with it. Firstly, 
in the case of a merger whereby both airlines maintain their individual 
identity, a new and unified FFP can act as a kind of glue between the two 
airlines. Secondly, launching a new program offers the opportunity to 
redesign the program to meet the new requirements. 


Partners 


When American Airlines launched the first partnership in 1982, it sig- 
naled the beginning of an arrangement that would have a profound effect 
on the programs and their associated airlines. Under the partnership 
agreement, the partner would buy miles from the FFP. Certainly in the 
early years, when the programs where relatively small, selling miles to 
partners seemed like pure profit play as no real costs were accorded for 
the flight awards. 

In many ways, non-airline partnerships have fueled the growth of the 
FFPs—both in terms of membership size, as well as the ability to deliver 
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financial results. By offering more partners outside the traditional airline 
and travel range, programs became relevant to a far wider audience. The 
new earning opportunities meant that even those consumers who flew 
very infrequently, or perhaps never at all, still had the opportunity to earn 
enough miles over a reasonable timeframe to get to an award level. 
Although the programs initially started conservatively, recruiting partners 
from the adjoining travel categories like hotel and car rentals, over time 
more distant categories were added to the mix (Table 5.1). 

Partner agreements are negotiated directly between the FFP and the 
partner. In some cases, like complex co-branded credit card contracts, 


Table 5.1 Types of partners offered by frequent flyer programs 
Category Sub-category Percentage of FFPs that offers this type 


Taxi / travel services 19 percent 


ep 


Spa / gym / fitness 19 percent 
Language courses / education 11 percent 


Source: Adapted from Boggs and Murphey (2012) 
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the FFP may run a request for proposal (RFP) process, inviting multiple 
parties to participate in a competitive process. (More details on 
co-branded credit cards can be found in the next section). The typical 
agreement outlines all the dimensions of the partnership, including 
commercial, operational and marketing terms. Clearly, the price per 
mile that the partner will pay is a key term, but it is not the only one. 
Other important considerations include volumes (occasionally tied to 
the price per mile), minimum commitments, and the duration of the 
contract. Depending on the nature of the partnership, the duration will 
vary. A less common ingredient is an exclusivity clause. Under some 
agreements, the FFP and the partner may agree to exclusively deal with 
each other, effectively blocking competitors from having access to the 
same partner or FFP. The marketing section of the agreement will out- 
line the rights and obligations for each of the respective partners in terms 
of marketing. This may include access to communication channels, 
access to data, use of logos and brands and more. As partners have 
become increasingly sophisticated, this section has increased signifi- 
cantly over time. Ihe third area governs operational matters. It spells out 
how the partners are going to interact on the operational level, including 
the handling of files, exception reporting, and customer care. 

Many partners continue to invest in frequent flyer miles, although 
other types of loyalty programs provide alternatives and could compete 
for the same marketing dollars. Purchasing frequent flyer miles is con- 
sidered expensive by some compared to other ways of rewarding custom- 
ers, for example a cash rebate, or another proprietary form of loyalty 
program. In essence, the answer is the same as for the question why FFPs 
are popular—and can be broken down into the appeal of air travel as a 
redemption category, and the potential value (or level of discount) the 
member is getting. Especially the latter is hard to replicate in a proprie- 
tary third-party program. Some have raised the question: why dont 
partners buy seats directly from the airline—would that not achieve the 
same objective? In financial services, there are various examples of travel- 
oriented cards that give members access to any airline, and any seat. 
Instead of buying frequent flyer miles, these programs buy travel 
inventory through an intermediary. One of the largest travel cards not 
associated with any airlines is the Venture card from Capital One. 
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Cardholders earn unlimited double miles for every dollar spend on pur- 
chases, and 100 miles is equal to USD 1 in travel awards. After the 
member makes a travel purchase, he or she can redeem the miles as a 
statement credit toward the cost. However, there are some limitations 
why this type of direct procurement would not work for most partners. 
Firstly, on a practical level, the partner would still have to invest in a 
proprietary loyalty program keeping track of member balances, and 
integrating the redemption process with the airline or airlines. Although 
a number of intermediaries exist in the market today that can facilitate 
this, it is still a significant investment in terms of effort and financial 
commitment. Secondly, the airlines generally would not sell seats to 
third-parties affording the same level of discount that the FFP is getting. 
As a result, the partner would be paying close to market rates, perhaps 
with some level of corporate discount applied. Now for short-haul, or 
low fare, itineraries this may not be much of a problem, as the conver- 
sion from fare amount into partner currency would still yield a relatively 
competitive proposition. However, the limited discount would have a 
particularly pronounced effect on the value proposition for long-haul 
travel, and travel in premium cabins. Taking a commercial fare and con- 
verting that into another currency, may lead to an uncompetitive amount 
in that other currency (and in fact, this is something the airlines them- 
selves have struggled with when they first introduced dynamically-priced 
awards). Thirdly, many airlines have closed down this option, as they 
have strategically chosen to focus on the FFP as the single avenue for 
loyalty redemptions. A fourth reason could be described as the coalition 
effect. By partnering with a range of companies, the FFP lets members 
pool their loyalty payback into a single account, providing faster access 
to awards. The contribution of a single partner therefore is meaningful 
as a component out of the total, but may not be as relevant when it is 
offered in an isolated manner. In other words, earning 5000 miles from 
five partners would give the member enough miles for a typical award 
ticket when they are pooled under a partnership agreement. On the 
other hand, five individual balances of 5000 miles each would be far less 
attractive as the member would be nowhere near a redemption thresh- 
old. Sorensen (2013) states that airlines have an inherent ability to 
deliver better value (compared to travel cards)—airlines for example can 
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add difficult-to-copy perks such as early boarding and upgrades for 
reward travel, improve mileage value through lower reward levels; and 
offer better value to elite members as a status perk. But there are other 
reasons why companies continue to partner with FFPs. Clearly there is 
the brand appeal of being associated with a leading brand in the form of 
the airline and the FFP. But there is also increasingly the access to better 
data, demonstrating to the partner how the partnership is moving the 
dial for its own business. FFPs have become more well-equipped to pro- 
vide partners with insights, and access to more targeted and effective 
marketing communications. 


Co-branded Credit Cards 


It is hard to overestimate the importance of co-branded credit cards for 
the FFPs. From the early beginnings in 1986 when Continental Airlines 
and the Bank of Marine Midland launched the world’s first co-branded 
credit card program (Wang and Hsu 2016), other programs quickly fol- 
lowed. One year later, in 1987, American Airlines and Citibank signed a 
co-branded credit card agreement in what would turn out to be a long- 
term relationship. Although there had been earlier credit card partner- 
ships (for example Diners Card in 1985), when the Citibank AAdvantage 
card was launched, it signaled the start of a new era. For the first time the 
card carried the brand of both the program and the issuing bank, and 
allowed the member to earn miles directly on card purchases. Since that 
time, co-brand credit card agreements have become the single most 
important revenue contributor to FFPs. By 2021, Delta Air Lines is 
expecting to achieve a USD 4 billion annual contribution from its part- 
nership with American Express (Delta Air Lines 2017). Similarly, the 
co-brand business can be significant for the card issuer as well: the 
American Express’ Delta SkyMiles card accounted for approximately 
7 percent of American Express’ worldwide billed business in 2016 and 
approximately 20 percent of worldwide Card Member loans as of 
December 31, 2016 (American Express 2017). According to Boggs and 
Murphey (2012), 112 airlines (57.44 percent) offer a co-branded credit 
card as part of their frequent flyer program, and 50 airlines (25.6 percent) 
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of airlines offer two or more co-branded credit cards. Airline co-branded 
credit cards typically carry the brand of the airline or FFP in addition to 
the credit card or bank brand (de Boer and Gudmundsson 2012). 

A number of reasons help to explain the appeal of frequent flyer co- 
branded credit cards to credit card companies. Wilsher (2007) identifies 
four drivers of value. The first factor is acquiring high-value, target cus- 
tomers who tend to be overrepresented in FFPs. Consumers who have 
higher income and higher educational levels are more likely to hold 
rewards cards (Ching and Hayashi 2010). This group is attracted by 
travel as a redemption category. The second factor for the card issuer is 
to increase card member usage and engagement. Spend on the FFP co- 
brand card tends to be significantly higher than on regular cards. Turkish 
Airlines for example reported an average spend of USD 1160 in monthly 
credit card fees for its Miles & Smiles co-brand, against a national aver- 
age of USD 306 in the Turkish market (Topcu 2012). Research by 
Arango et al. (2015) shows that having a reward feature raises the likeli- 
hood of paying with credit cards by a range of 3.6-12.8 percentage 
points for transactions of USD 25 and above at the expense of both 
debit card and cash payments. The third factor is to improve the product 
attractiveness. Ihe fourth factor is to enhance card member satisfaction. 
Geismar (2007) also notes that cost reduction is possible, as a result of 
quality of the cardholder base, in the form of lower fraud and credit risk, 
lower chargeback rates and lower payment authorization decline rates. 
In addition, although co-brand cards and rewards cards revolve less 
compared to other cards, they do generate higher revolving balances. 
Menendez (2013) also highlights that higher activity rates, lower write- 
offs (1 percent for co-brands versus 6 percent for generic cards), and 
lower attrition are key performance metrics of the travel co-brands that 
make this segment so attractive. 

If we want to understand the reasons for lasting and successful mar- 
riage between FFPs and co-brand credit cards, it is worthwhile to look at 
it from each of the individual stakeholders’ perspectives: the member, 
the FFP and the card issuer. Starting from the member's point of view, 
there are two dimensions that help to explain the appeal of the co-brand 
credit card. The core of the value proposition is built around the ability 
of earning miles on credit card expenditures. It offers an array of earning 
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opportunities limited only by the spending power of the member 
(reportedly some of the biggest earners are owners of small and medium 
sized enterprises using the card for company purchases). In many cases, 
the prospective cardholder is lured with an attractive miles welcome 
offer—in the US it can be as much as 100,000 miles upon meeting cer- 
tain criteria such as minimum spent. But earning of miles only explains 
part of the success of the cards. Many cards nowadays offer more than 
just the ability to earn miles, and include a range of benefits associated 
with the card. Benefits range from additional status miles, to lounge 
access, or even an actual elite tier card. ‘The level of benefits is typically 
correlated with the type of card, with more expensive card offering more 
benefits. Most programs offer a range of cards ranging from low or zero 
annual fees, to cards that have an annual fee, and that offer extensive 
benefits. By offering a portfolio of cards, programs can cater to a variety 
of segments in the market. Table 5.2 provides an overview of the range 
of benefits that are offered in relation to co-branded credit cards. 

According to Allmen (2016), there are four factors that help explain 
the choice a consumer makes when it comes to award cards. The first fac- 
tor is convenience—how easy or difficult is it to take advantage of the 
offer. Personalization is the second factor, and is a measure of how the 
offer addresses the unique needs of that consumer. ‘The third factor is 
context—how relevant is the offer at that moment in time to the con- 
sumer. Ihe last factor is attainability which describes how accessible the 
benefits are. 

From the perspective of the FFP, the co-brand credit card generates 
value in a number of ways. Firstly, there are significant direct revenues 
that the airline and the FFP can generate from a co-brand deal. The main 
source of direct revenues are the proceeds from the sale of miles. Banks 
pay a negotiated rate per mile, which may be a function of volume. In 
some cases, special rates are negotiated for miles to be used on a promo- 
tional basis. But many contracts offer other revenue streams as well. Some 
programs receive sign-up bonuses (called bounties) for each new card 
holder that is acquired (through the airline or FFP channel). These boun- 
ties can be significant as the issuers are willing to invest in acquiring new 
members. In addition, it has become increasingly common for the FFP 
to receive a share of the interchange fees, and the interest revenues. 
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Table 5.2 Examples of perks offered by co-branded credit cards 


Co-branded credit card 
1 Aeromexico Santander Infinite 


2 Air France-KLM Flying Blue 
American Express Platinum 


3 Air France-KLM Flying Blue 
American Express Platinum 

4 Austrian Miles & More Business 
MasterCard Classic 

5 British Airways Visa Signature 


6 Delta SkyMiles Credit Card from 
American Express 

7 LATAM Platinum Santander 
LATAM Pass 

8 Lufthansa HON Circle Credit Card 


9 Lufthansa Miles & More Credit 
Card Gold World Plus 
10 Lufthansa Senator Credit Card 
11 Singapore Airlines American 


Express Solitaire PPS Card 


12 Southwest Rapid Rewards Plus 
Card 


13 United MileagePlus Club Card 


14 United MileagePlus Explorer 


15 TAM Multiplus Itaucard 
Mastercard Black 


Source: Company websites 


Perk offered 


Member receives two free upgrades to 
business class per year 

Card offers benefit of paying Air 
France—KLM tickets in three interest- 
free instalments 

Additional Flying Blue Platinum Card for 
a family member or friend is offered 

Member receives 10 percent discount 
on onboard sales 

Member receives 10 percent on the 
purchase price when booking a British 
Airways or OpenSkies flight 

First checked bag is free 


Member receives complimentary LATAM 
PASS Gold card 

Member receives complimentary two 
year Avis President's Club status 

Member receives 3000 status miles 
welcome bonus 

The card is free (no annual fee) for 
Senator tier members 

Members receive a one-sector upgrade 
from business class to suites or first 
class when spending above SGD 50,000 
on eligible purchases with the card 

Only Southwest Airlines Rapid Rewards 
Credit Card members can use all points 
to redeem for international flights, 
hotel stays, car rentals, and gift cards. 

Member receives United Club 
membership—giving access to all 
United Club locations and participating 
Star Alliance affiliated lounges 
worldwide. 

The card does not charge foreign 
transaction fees 

Starting June 1, 2017 points accumulated 
on this card will no longer expire as a 
long as there one accrual activity on 
the card every 12 months 
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Secondly, it solidifies the relationship with the airline and the FFP, driv- 
ing incremental passenger revenues. Thirdly, it offers members another 
way to earn miles, increasing the earn velocity and making the program 
more attractive, even for those members who fly infrequently or not all. 
Fourthly, co-brand agreements drive marketing efficiency and marketing 
effectiveness. Typical agreements stipulate contributions to the marketing 
budget, which can make a significant impact to the overall market- 
ing reach. By using the bank’s marketing channels, the FFP can generate 
significant exposure for the co-brand. ‘Think for example of all the adver- 
tising that can take place in the bank’s branches as well as in digital chan- 
nels. In addition to that, with data provided by the card issuer, the FFP is 
enabled to generate more targeted marketing. 

The credit card issuer has multiple sources of revenue. Firstly, there is 
interchange or the fee that is charged to the merchant for processing the 
payment. Rewards, for example in the form of frequent flyer miles, are 
funded through the interchange fee, the per-transaction fee charged by 
issuers to acquirers of card payments and passed through to merchants in 
a transaction discount fee (Arango et al. 2015). Interchange varies from 
market to market, and by card issuer. According to Rochet and Wright 
(2010), unregulated credit card interchange fees are typically between 
1 percent and 2 percent of transaction value, whereas debit card inter- 
change fees are typically between 0 percent and 1 percent. A merchant 
pays different interchange fee rates for credit card transactions: non- 
rewards cards have the lowest fee rates, while high-end rewards cards have 
the highest rates (Ching and Hayashi 2010). The value of rewards received 
by cardholders in a typical credit card rewards program is about one per- 
cent of the purchase value, while that in a typical debit card rewards 
programs is about a quarter of one percent (Ching and Hayashi 2010). 
Secondly, there are fees associated with the card, including annual fees 
that are paid by the member. Annual fees vary from market to market, 
and can be significant. The Alitalia Platinum American Express Card for 
example carries an annual fee of EUR 700 but it does include an addi- 
tional Alitalia Platinum Card and up to four additional Alitalia Gold 
Cards. Some cards charge fees for transactions in foreign currencies. 
Thirdly, for cardholders who do not pay their balance in full (also known 


as revolving), interest fees will be charged. 
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The penetration of the co-brand credit card in the program member 
base varies from program to program and offers significant variance. 
Bank of America for example managed to acquire 60,000 new co-branded 
card holders from a total base of 660,000 Dynasty Flyer Program in 
Taiwan (Yang and Liu 2003). As the programs became more mature, the 
penetration level increased. By 2008 the typical percentage out of active 
members was 20 percent (Ekl6f 2008). In more mature markets, the per- 
centage will be higher. Alaska Airlines for example had 3 million mem- 
bers in 2013, and about | million members were holding the card (Alaska 
Airlines 2013). In other markets, the percentage will be significantly lower, 
reflecting different market dynamics. The Miles & More program has 29 
million members who use more than 1.1 million Miles & More Credit 
Cards in Germany and 23 additional countries, primarily in Europe, 
America and Asia (Miles & More n.d.). LifeMiles, with over 7 million 
members in 2016, reached 529,000 cards in its co-branded credit card 
base (Avianca Holdings SA 2017). Turkish Airlines, with 3 million mem- 
bers in 2012, counted approximately 350,000 active, unique Miles & 
Smiles co-brand credit card holders (Topcu 2012). Not every market can 
support a successful co-branded credit card, even if the interests of the 
stakeholders are aligned. The ability to launch and maintain a sustainable 
co-brand credit card is dependent on a number of factors, including the 
adoption of credit cards as a payment mechanism. Certain markets are 
more predisposed to credit cards than others—the United States for 
example is known for consumers having multiple cards—as well as hav- 
ing a high degree of acceptation of credit cards. Other markets tend to be 
more skewed towards cash or debit cards, or offer lower levels of 
acceptation. Germany for example is a country that traditionally has 
been using cash and debit cards, and not credit cards. In other markets, 
co-brands were introduced relatively late. France for example only allowed 
co-brands since October 2007 (Blockley 2009). And not every marriage 
is meant to last. In some cases, one of the partners may believe that they 
are not getting their equitable share from the partnership, causing them 
to exit the agreement. 

Compared to the success of co-branded credit cards, debit cards have 
been less prevalent. The economics of a debit card make it more challeng- 


ing for issuers to do co-branded debit cards. Ekl6f (2009) identified lower 
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interchange revenues in most markets, a lower ability to generate annual 
fees against credit, and the absence of revolving income as important fac- 
tors. Yet moving into debit cards does offer advantages for the airline and 
the FFP, including increased revenues (from access to a new customer 
database from the bank), more core revenues (increased loyalty from new 
cardholders) and enhanced data insights (insights into broader merchant 
categories as you capture the full spending sphere of the customers). 
Most FFPs concentrate their co-brand credit card strategy on one or 
two issues issuers. In case of multiple partners, it can make sense to assign 
certain exclusivities to prevent the products from clashing in the market- 
ing space. American Airlines, which had a longstanding agreement with 
Citibank, for example entered into agreements with both Citibank and 
Barclaycard US in 2016. Both banks get exclusive access to specific chan- 
nels. Citibank offers its cards to new customers through multiple exclu- 
sive channels such as digital—including aa.com—mobile, direct mail, 
and Admirals Club lounges. Barclaycard US offers its cards to new cus- 
tomers in airports and exclusively during flights. Amongst the exceptions 
is Qantas Frequent Flyer, which has multiple co-brand cards with mul- 
tiple banks. In early 2009, Qantas executed a remarkable change with its 
indirect earn partners, and renegotiated all card contracts simultaneously. 
Its ultimate goal was that issuers would only have access to Qantas fre- 
quent flyer miles through direct earn cards. Moving from indirect to 
direct would offer Qantas a number of advantages including breakage. It 
would also funnel the points into Qantas’ coffers at an earlier point in 
time, giving Qantas greater interest income. As an outcome of the change 
in strategy, Qantas enjoyed a significant inflow of cash as indirect 
cardholder balances were swept into Qantas Frequent Flyer, as most 
banks accepted the change as they were desperate not to lose any card- 
holders (Blockley 2009). Blockley also notes that before Qantas opened 
the floodgates of existing points, they removed the burn bottleneck by 
taking a number of measures including the introduction of any seat 
redemptions on Qantas and Jetstar, the addition of points plus pay 
options, and through offering a broader range of merchandise and vouch- 
ers. Natural markets to launch co-branded credit cards include home 
markets of the airline (giving programs with a large home market an 
advantage) as well as markets outside the home market where there is a 


160 5 Exploring the Ecosystem of the Frequent Flyer Program 


significant potential in the form of membership size. Banchik (2012) 
notes that there is money to be made with foreign co-brands, but the 
definition of success needs to be different, as foreign markets offer differ- 
ent dynamics. [he implications of the limited market presence in foreign 
markets may manifest themselves in various ways, including lower mar- 
gins, as well as the absence of exclusivity provisions. Banchik also points 
out that interchange in a foreign market should not be the sole criterion, 
because in situations offering low interchange, there are other ways to 
structure a viable deal. In addition, within an alliance or partnership set- 
ting, launching a competing co-branded credit card in the home market 
of the partner may lead to friction. 


The Difference Between Direct (Co-brand) and Indirect (Transfer) 
Card Programs 


FFPs sell miles in a variety of ways to partners. Blockley (2009) makes a dis- 
tinction between direct and indirect card programs. Some card issuers run 
proprietary loyalty programs, letting cardholder accumulate their own spe- 
cific currency. As and when the cardholder wants, he or she can redeem for 
a range of items, including the conversion from the proprietary currency 
into frequent flyer miles—typically a range of FFPs are offered as part of the 
conversion proposition. The cardholder must convert miles, and therefore 
cannot directly redeem in the FFP, hence the name indirect earning. Under 
direct earning, either the proprietary point is automatically converted into 
one specific FFP or the currency of accrual is the actual frequent flyer mile. 
From the perspective of the FFP, direct earn is more attractive as the FFP 
gets the full amount of miles (and a steady cash flow), and enjoys the result- 
ing margin and breakage. A survey done by financial services company 
Kaligo in 2017 however shows that total financial partnership revenues 
generated from transfers (indirect earn) realized an average growth rate of 
21.9 percent versus 4.9 percent for co-branded credit cards for the airlines 
and hotels included in the survey (Armstrong 2017), showing the significant 
growth potential for transfers. According to the survey, co-brands and 
transfers offer somewhat distinct profiles. Co-brands were characterized by 
11 percent breakage, versus 3 percent for transfer (reflecting member 
behavior where miles are transferred as and when the member would like 
to make an award booking). In addition, transfers tend to get used more 
for premium redemptions (26 percent versus 14 percent for co-brands). 
Armstrong also identifies that offering transfer options could lead to can- 
nibalization of the existing co-brand portfolio, but highlights that this can 
be mitigated by ensuring that the co-brand maintains a superior value 
proposition (in terms of earn rates and benefits offered), choosing the right 
type of partner, taking into account their member acquisition ability. 
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Given the importance of the co-brand credit card contribution, FFPs 
tend to go through an extensive process in selecting what card to work 
with. In some cases, the programs will seek outside counsel provided by 
specialized companies. In some cases, the FFP will enter into a tripartite 
agreement with a card issuer and a bank. A card issuer can contribute 
knowledge in marketing the card, as well as marketing dollars. 

Co-brand credit card agreements tend to include a number of stan- 
dard features. American Airlines for example has identified two core 
components for its co-branded credit card agreements with Citibank 
and Barclays. Firstly, the transportation component covers the actual 
uplifting of the member as a passenger. The second component is the 
marketing component and covers the use of the American Airlines brand 
including access to loyalty program member lists, advertising, lounge 
access, and baggage services (American Airlines 2016). Under a typical 
commercial agreement, the issuer will buy miles from the FFP at the 
time of accrual. Other payments include the earlier mentioned bounties, 
sign-up bonuses and marketing subsidies. Most agreements also provide 
a clause for significant changes in interchange. Not every agreement fol- 
lows the exact same model though. Turkish Airlines for example entered 
into an agreement with Garanti Bank under which the bank would only 
pay for miles redeemed, instead of miles earned (Topcu 2012). In addi- 
tion, the agreement stipulated an annually revised dynamic pricing 
model, incorporating variables such as fuel costs, operations expenses, 
share of fixed versus ‘guaranteed’ seat consumption, resulting in a fluc- 
tuating price per mile paid. Lastly, the bank has the right to change the 
earning ratio as the financial dynamics change in the market. At face 
value, it may appear that the FFP would lose out under such an agree- 
ment (as it for example no longer receives the benefit of breakage), but 
ultimately the actual commercial terms could more than have compen- 
sated for this. 

The airline co-branded credit cards represent a highly contested seg- 
ment for reasons outlined before. Even indirect earn cards (where the 
banks currency may be converted into frequent flyer miles) represent a 
highly competitive environment where banks are willing to invest heavily 
in perks and sign-up bonuses. According to JP Morgan CEO Jamie 
Dimon, the Sapphire Reserve credit card reduced the bank’s profit by 
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USD 200 to USD 300 million in the fourth quarter of 2016 (Surane and 
Son 2016). The bank introduced the card in August 2016 with a 100,000- 
point sign-up bonus for customers who spend USD 4000 in the first 


three months. 


Other Partners 


Besides co-branded credit cards, there is a wide array of other partners 
FFPs work with. As previously mentioned, the initial focus for FFPs was 
on afhliated companies from the travel sector, such as hotel and car rental 
companies. Over time, for many programs the range broadened to 
include companies and services completely not afhliated to travel in any 
way, for example supermarkets in the retail sector. The primary objective 
for the broadening of the partner base, certainly initially, was financially 
driven. But over time, FFPs also realized that connecting the dots between 
partners could create useful customer insights. In 2015, the CEO of 
Qantas Frequent Flyer commented that its partnership with Woolworths 
(a leading Australian grocer) was not financially material, but of strategic 
importance (Freed 2015). Although the sky seems the limit, there are 
three limiting factors that play a role in the size and scope of non-airline 
partners. Firstly, there needs to be a brand fit between the brand of the 
FFP (and the airline), and the partner. As FFPs have traditionally focused 
on frequent travelers, and higher-income spenders, most of the FFP 
brands have a premium outlook attached to them. As a result, certain 
brands and categories will provide for a better fit than others. Woolworths 
axed its partnership with Qantas in 2016, as half the members of the 
Woolworths Everyday Rewards program never bothered to link their card 
to a Qantas frequent-flyer account (Freed 2015). It later reversed that 
decision, allowing its supermarket shoppers to earn Qantas points. 
Secondly, not every vertical or industry lends itself to award miles on 
purchases. This may have multiple reasons, including the size and fre- 
quency of the purchase. Another factor is the underlying margin in a 
particular business. Not every business can afford to invest a certain 
percentage of its revenues in the purchase of frequent flyer miles. And in 
some cases, the permissible percentage is so low, that it would translate 
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into a less meaningful accrual rate for the member. ‘The last factor is the 
limited manpower and resources available in the FFP department. Every 
partnership requires attention, and when the range of partners becomes 
too extensive, it may result in some partners not getting the required 
attention and focus. In addition to the limited manpower point of view, 
the same argument also holds for marketing and communications that 
can be made available to partners. All partners will compete for exposure 
in a finite supply of marketing messages, despite the current improved 
marketing automation technology. 


Other Companies in the Frequent 
Flyer Program Ecosystem 


Riding on the growth and increasing commercial importance of FFPs, 
there has been a significant increase in the number and variety of compa- 
nies that operate in the greater FFP ecosystem. Generally speaking, the 
companies can be categorized as having either a member focus (business 
to consumer) or a FFP focus, providing services and products to the FFP 
(another way to categorize it would be services and technology compa- 
nies with a few straddling both categories). Starting with the latter cate- 
gory, a typical FFP may make use of one or more of the following services. 
Firstly, there are various marketing agencies, providing a wide range of 
services ranging from creative to data analytics and digital services. Many 
programs outsource parts of the marketing function to these agencies. 
The engagement model varies, and can be one-off or retainer based. In 
some cases, the airline has a master agreement with one particular agency 
(or agency group), and the FFP will work with the appropriate agency 
from that group. Etihad Airways for example appointed Lowe Open, a 
Uk-based creative agency, in 2016 as its global direct marketing agency. 
The mandate included supporting the Etihad Guest program (Etihad 
2016). Secondly, many programs use specialized business process out- 
source companies that focus on a particular area, such as customer care. 
Some programs have fully outsourced the customer care function, includ- 
ing the call center, to outsource providers. It is not uncommon for opera- 
tions, fully or partially, to be shifted to offshore locations to realize 
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cost-savings. Not every program, or airline in that respect, choses to use 
outsource providers—a choice that may be influenced as well by the pres- 
ence of unionized labor forces. In the outsource category, we can also find 
the companies that provide end-to-end solutions for non-air awards. 
Given the increasing important of non-air awards, there has been an 
increasing of companies that provide solutions to FFPs assisting them in 
the design, management and execution of non-air awards. An increasing 
number of companies offer digital award services. Party Coins are instant, 
digital entertainment awards powered by a company called Social Party. 
Members can use the virtual coins to acquire games, music, movies and 
gift cards for merchants like Amazon and iTunes. Air France/KLM’s 
Flying Blue for example is partnering with Social Party to activate low- 
point-balance members, improve customer engagement and promote 
non-air award options. The third category involves dedicated technology 
providers. For the sake of simplicity, we will split this category up into 
two subparts: providers of the core loyalty engine, and providers of other 
technology services. To start with the core loyalty engine, it is self-evident 
that every FFP is built on a core loyalty system, sometimes also referred 
to as the points engine. It is the central repository that essentially does 
two functions: hold the member data, and calculate and track member 
account balances. Around these core functionalities, many systems offer 
additional functionalities ranging from analytics, and campaign manage- 
ment, to sophisticated booking engines. Similar to other applications, 
management will face a choice to build an application from scratch (using 
internal or external resources), or to procure an existing system, which 
than can be customized as required. Given the limited IT resources, and 
high degree of specialization involved in building a loyalty system, most 
FFPs will use a third-party system instead of building a solution in-house. 
Today, there exists a competitive market for loyalty systems, with multi- 
ple vendors offering capable systems. Table 5.3 provides an overview of 
core loyalty system providers. 

Many FFPs will go through a competitive request for proposal (RFP) 
process, during which multiple vendors are invited to put forward a 
proposal based on the stated requirements. Typical criteria for a system 
proposal evaluation include relative match to stated requirements (a higher 
match means less customization, and additional work later on), proven 
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Table 5.3 List of loyalty system vendors 


Company System 
1 Aimia ALP (SaaS) 
2 Amadeus Amadeus Loyalty Management 
3 Comarch Comarch Loyalty Management 
4 IBS Loyalty Management System 
5 Loyalty Partner Solutions Loyalty Management Suite 
6 Mercator CRIS 
7 Navitaire Navitaire Loyalty 
8 Oracle Siebel Loyalty Management 
9 SITA Horizon Loyalty 
10 TIBCO TIBCO Reward 


Source: Company reports 


experience with other installations (where has the system been implemented 
before, and how successful was that), as well as the fit to the existing tech- 
nology set-up in the airline and FFP (think for example of reservation 
systems, hosting standards et cetera). Clearly, the commercial terms of the 
solution are a key consideration as well. Different suppliers will have dif- 
ferent models, but most include fixed and variable components, in some 
cases tied to the number of members that are served by the system. Ricketts 
(2007) identified a number of critical contract areas, including acceptance 
(documents, hardware and software, fault testing), governance, support 
model, and business relevant service level agreements. ‘The typical lifespan 
of a system will be easily more than five years, so the company must have 
a clear roadmap for future development, both in terms of functionality as 
well as growth predictions. As mentioned, other than the core loyalty sys- 
tem, there is a plethora of technology solutions available that cover every- 
thing from mobile apps to website optimization technology. ‘The fourth 
category of partners includes advisory and professional service providers. 
This category includes traditional services like accounting and tax advice, 
but increasingly FFPs also turn to outside counsel to seek support in stra- 
tegic areas such as program design, partner development and member 
experience. The service providers in this category range from large, estab- 
lished strategy consulting firms, to more boutique-style operators that 
focus on particular niches in the business. LifeMiles for example engaged 
the services of Oliver Wyman (a management strategy firm), in 2012 to 
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design a miles and seat pricing mechanism; McKinsey (a management 
strategy firm) to refine key model elements in 2014, and Morgan Stanley 
(an investment bank) to support in the search for a strategic partner in 
2014 (Avianca 2015). 

A number of companies have specialized in the management of loy- 
alty currencies. Points, traded as as Points International Ltd on both the 
NASDAQ and Toronto Stock Exchange, provides management and 
monetization of loyalty currencies for more than fifty partners world- 
wide. Points also manages Points Loyalty Wallet, where more than 
4 million consumers use a loyalty wallet to track their loyalty programs 
as well as trade, exchange and redeem their miles and points (Points 
2017). Points Exchange is a business to consumer service where mem- 
bers of loyalty programs can exchange loyalty currencies. With some 
fifty percent of banked award currencies below the minimum reward 
level, it provides members with opportunity to reach the required 
threshold as well as opportunity for the programs to generate between 
USD 1 and USD 20 million without the creation of any net new liabil- 
ity (MacLean and Borden 2009). Capitalizing on the growing appetite 
amongst investors for loyalty-related investments, Afhnity Capital 
Exchange signed a five-year partnership agreement with NASDAQ in 
2016 to build a customized trading platform enabling the trading of 
what they describe as Points-Backed Securities. ‘The latter constitutes a 
new loyalty currency based asset class, allowing investors trade loyalty 
currencies on the open market. ‘The exchange will allow for initial offer- 
ings, as well as a secondary market for trading the securities (Affinity 
Capital Exchange 2016). Another example on the technology side is a 
company called Mileslife. Mileslife offers an app that helps consumers 
make the most of their FFP. The app lets consumers collect miles and 
hotel points via shopping for retail merchandise, dining out, and mak- 
ing many other purchases on their mobiles. Mileslife was launched in 
2016, and now averages 6000 transactions a month. ‘The 42-employee 
company, which has raised USD 1 million, has formed partnerships 
with several airlines, such as British Airways, China Southern, 
Lufthansa, Singapore Airlines, and United Airlines (O’Neill 2017). 
One category that offers particular earning potential are hotel booking 
services like Kaligo, Pointshound and Rocketmiles. Their business 
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model is built around using part of the hotel booking commission to 
award the member with miles to create an attractive customer value 
proposition. 

Turning to businesses that provide services targeted at consumers, 
there is a far smaller range of service providers that operate in the FFP 
ecosystem. Consumers can, sometimes through a subscription model, get 
access to services that assist them in maximizing the value they get from 
the FFP. Examples include AwardWallet, a web-based service that lets 
consumer track their mileage balances across multiple programs, and 
alerts them when miles are due to expire. According to Award Wallet 
(2017) they serve over 469,000 members globally. Another example is 
Expertflyer.com which, amongst other services, offers a tool that tracks 
award availability. ExpertFlyer.com will periodically check for availability 
and notify the subscriber when an available award is found on the speci- 
fied flight and class. ExpertFlyer.com is a subscription-based service. Not 
every airline or FFP is enamored by these types of services—Delta Air 
Lines for example is not available on Award Wallet, after Delta Air Lines 
asked to be removed. Delta Air Lines claimed that Award Wallet’s unau- 
thorized access to Delta Air Lines’ websites and computer systems consti- 
tuted computer trespassing. Another consumer-facing type of business 
operating in the FFP ecosystem is the range of bloggers that specialize in 
all matters related to FFPs. The bloggers provide a mix of advice, infor- 
mation and entertainment. Many bloggers publish trip reports, in which 
they critique their travel experiences in minute detail. Bloggers may earn 
commissions from advertisings links on their website, mainly featuring 
co-branded credit cards.* 


Notes 


1. Other restrictions of the Qantas Sales Act state that the Qantas Head 
Office must be located in Australia, two-thirds of Qantas directors must 
be Australian citizens, Qantas’ operational facilities for international 
services must be principally located in Australia; and Qantas is prohibited 
from incorporating outside of Australia. 
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2. Qatar Airways, which holds investments in LATAM and IAG (and has 
announced plans to invest in American Airlines), notably has not fol- 
lowed a similar separate FFP investment strategy. 

3. Avios announced in 2016 that a binding MOU was signed with Royal Air 
Maroc. 

4. A variety of bloggers specializing in FFPs can be found at www.boarding- 


area.com. 
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6 


Taking the Frequent Flyer Program 
to Measure 


Although frequent flyer programs (FFPs) are considered by some as the 
most successful marketing programs the airline industry has ever wit- 
nessed, they are not without debate. Many different opinions, both from 
academic researchers and practitioners, exist around how well or not the 
programs are working. According to Brunger (2012), FFPs are particu- 
larly controversial in the opinion of most revenue management (RM) 
departments, which dislike allocating ‘free’ award seats. This chapter will 
focus on the academic research that has been undertaken regarding this 
question, complemented with real life examples where available, and pro- 
vide a framework for the discussion around the programs’ effectiveness. 
In some cases, the question of effectiveness also raises ethical consider- 
ations, especially when the program is found to be driving price increases. 
The final section will offer an overview of the issues raised in the context 
of the ethical dimensions of the FFP. Within that context, we will also 
explore how regulators have treated the programs, including the view 
from a taxation perspective. 
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The Effectiveness of Frequent Flyer Programs 


FFPs were first launched to create loyalty to a specific airline. To what 
extent are the programs delivering on that objective? In addressing this 
question (the effectiveness of the FFP), it is important to consider two 
dimensions. On the one hand, FFPs will drive a number of positive out- 
comes. As the following section will show, a significant part of the litera- 
ture focuses on metrics such as improved share of wallet, increased 
willingness to pay, and similar dimensions. At the same time however, 
there are also costs associated with the FFP, both direct and indirect. In 
this respect, we will focus on the indirect cost, and even more specifically 
on the costs that are associated with flight awards. ‘The reason this focus is 
twofold. Firstly, direct cost items like overheads and rents associated with 
the FFP are more an indicator of how efficient the programs are run, but 
are not necessarily indicative of how effective the FFP is in addressing its 
stated objectives, broadly referred to as customer loyalty.' Secondly, given 
the nature of non-flight awards, there is no ambiguity around their cost 
to the FFP or airline. Therefore, we will focus on the cost of air awards— 
an area that continues to attract a sizeable debate amongst practitioners. 


Defining Effectiveness 


A significant body of work exists in academic research dealing with the 
question what constitutes loyalty program effectiveness, including a 
substantial part that is focused on airline loyalty programs in particular. 
A segment of the research looks at what loyalty programs can achieve 
conceptually. Early research by Dowling and Uncles (1997) reasoned that 
a customer loyalty program a priori can only be beneficial in the following 
four situations: the program directly supports the customer value proposi- 
tion; relationship building adds to perceived value; the lifetime customer 
value is high; and customer retention costs are less than acquisition costs. 
Nunes and Dréze (2006) argued that there are five goals loyalty programs 
can realistically serve: keep customers from defecting; win greater share of 
wallet; prompt customers to make additional purchases; yield insight into 
customer behavior and preferences; and turn a profit. Berman (2006) also 
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noted that an effective loyalty program could provide access to important 
information on consumers and consumer trends; develop a greater ability 
to target special consumer segments as well as increased loyalty, lower price 
sensitivity, and stronger brand attitude. Following a comprehensive review 
of existing literature, McCall and Voorhees (2010) designed a model that 
identified both the drivers of the program effectiveness as well as the out- 
puts of program effectiveness (in other words, how do you measure pro- 
gram effectiveness). hey identify three main drivers of program 
effectiveness: the structure of the loyalty program (including tiers), the 
structure of the awards (including the award type and frequency) and 
what they call customer factors, which includes the fit between the cus- 
tomer and the program. On the outcome side, they identify seven ways in 
which the effectiveness of loyalty programs can be measured according to 
the literature. The first factor is the increased purchased frequency. As the 
name suggests, it is a measure of how often customers buy a particular 
product or frequent a certain business. ‘The second factor is the decreased 
customer price sensitivity. This effect is often subscribed to loyalty pro- 
grams when members of the program tend spend more, or are less recep- 
tive to competing offers from competitors. The third factor is customer 
advocacy—the extent to which customers are brand ambassadors of a par- 
ticular product or brand. The fourth dimension is extended relationship 
length. It measures how long a customer stays with a certain company. 
The fifth one is a key dimension and is called share of wallet. Recognizing 
that consumers have a limited wallet (budget) available for purchases, it 
looks at the share a certain provider is able to secure rather than growing 
the wallet itself. The sixth factor is the development of consumer commu- 
nity and connectedness. The seventh one is increased firm performance. In 
the context of FFPs, much of the debate has been centered on price sensi- 
tivity and share of wallet. 


Empirical Results of Program Effectiveness 


Zooming in on empirical measures of effectiveness, a subpart of the lit- 
erature measures and discusses actual impacts of loyalty programs, 
resulting in quantifiable effects. Some studies deal with the programs in 
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their entirety, others focus on particular features offered as part of a 
program. The empirical results of a study by Proussaloglou and 
Koppelman (1995) demonstrate the dramatic impact of FFP member- 
ship on carrier choice for individual flights. These effects are particularly 
strong among the most important air carrier market, the frequent busi- 
ness traveler. Kopalle et al. (2009) find that members are quite heteroge- 
neous with respect to their response to FFPs. Their research underscores 
the importance of elite benefits, as the “service-oriented” segment (the 
vast majority in their sample) finds the frequency award not worth the 
effort, yet highly values the elite tier benefits.” Part of this orientation 
can be explained by the fact that these members included in the sample 
were frequent flyers, and more flights (even free) are not very attractive 
to this segment. Kopalle et al. also note that the hassle costs of finding a 
redemption seat are very high. However they also find that getting close 
to an award, as well as having successfully redeemed for an award, have 
a positive impact and increase purchase likelihood of paid flights. Back 
in 2000, Reichheld et al. established the importance of retention (akin 
to keeping customers from defecting) and what role loyalty plays by 
showing the impact of retention on profits. Research in Australia by 
Whyte (2003) focusing on FFPs specifically showed that the programs 
create spurious loyalty and that repeat purchase is not a proxy for cus- 
tomer satisfaction or commitment. At the same time, the study also 
showed that despite difficulty in redeeming miles for flights, only a small 
number (8 percent) decided to switch to a competitor airline (at the 
time there was little competition in Australia, and Virgin Blue did not 
launch a FFP until 2006). In the context of being loyal to the airline, 
Dolnicar et al. (2011) found that membership in the FFP, as well as 
price, the status of being a national carrier and the reputation of the 
airline as perceived by friends are the variables which best discriminate 
between travelers loyal to the airline and those who are not. Dekay et al. 
(2009) compared airline loyalty programs with hotel loyalty programs 
by surveying hotel guests. They found that airline loyalty programs, at 
that time, had achieved considerably greater awareness than hotel loy- 
alty programs among travelers. In addition, frequent flyer miles were 
more popular as a currency than hotel loyalty points. Seelhorst and Liu 
(2015) showed that FFP membership is a major driver of itinerary 
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choice in the United States. With the exception of Southwest Airlines 
(and the aforementioned FFP membership), airlines were effectively 
considered as commodities, thereby leaving attributes such as price, 
number of connections, and on-time performance as key drivers in itin- 
erary choice. Although the academic research can be limited by its design 
(sometimes providing snapshots, usually obtained in an environment 
that is controlled with precise conditions), it does offer the most empiri- 
cal view on program effectiveness. The single most researched area has 
been the effect of loyalty programs on the members’ price sensitivity. 
This could be a reflection that a reduction in price sensitivity is a natural 
outcome of loyalty program membership, but it also lends itself for sci- 
entific experiments. Hess et al. (2007) demonstrated that between vari- 
ous groups of travelers (business, holiday and visiting friends/relatives) 
the business segment stood out for its willingness to pay USD 125 more 
to fly on an airline where they held an elite frequent flyer account. 
Within the context of this debate, many (revenue management) debat- 
ers contend that higher fares (or better yields) are the product of the trip 
purpose of FFP members. As many travel on business, and are therefore 
late-bookers, it is logical that they pay higher fares (and that increment 
should not be ascribed to the FFP membership). Leenheer et al. (2007) 
also pointed out this challenge when discussing the effectiveness of loy- 
alty programs: the programs aim to increase share of wallet, but the 
company's best customers are typically the most likely to subscribe as 
members. Given how the two factors are positively correlated, a straight- 
forward comparison would therefore be highly debatable. However, 
multiple studies have taken this into account, and isolated the FFP effect 
by creating a level playing field. Lederman (2008) built on existing 
research that established how airlines dominant at their own hub were 
able to charge higher fares—the so-called hub premium. By investigating 
the effect on fares of partner airlines (that are not dominant at the hub), 
following the conclusion of a FFP partnership agreement, she was able to 
demonstrate that FFPs may account for over 25 percent of the fare pre- 
mium that hub carriers receive. McCaughey and Behrens (2011) found 
that members of FFPs were willing to pay more for a ticket, as much as a 
6 percent premium, which is directly attributable to the FFP. Behrens 
and McCaughey (2015) found that, after redesigning a frequency award 
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program into a customer tier program, consumer surplus increased. In 
addition, they found a causal effect on the average transaction size, pur- 
chase frequency, revenues of the sponsoring airline, and compensating 
variation confirming the effectiveness of the new tiering structure. 
Brunger (2012) found that elite customers choose to pay between 2 and 
12 per cent more for similar itineraries, and that that effect is not dimin- 
ishing over time. Kim et al. (2001) also conclude that award programs 
weaken price competition. On the effectiveness of co-brand cards, offer- 
ing rewards on a co-branded credit card is proven to shift expenditures 
onto the card (Arango et al. 2015). Although the literature supports the 
notion that FFPs exert a demonstrable influence on member behavior, 
the effect will vary with the level of maturity of the program. In certain 
markets, FFPs are less entrenched than in other markets. China for 
example is a market where FFPs have not reached maturity—which 
could be described as a function of their overall customer value proposi- 
tion, as well as country-specific dynamics. Jiang and Zhang (2016) point 
out that membership in an airline’s FFP did not lead to higher retention 
of members for either business or leisure travel. They argue that the 
FFPs, in terms of increasing customer loyalty, have been largely a failure 
for the four major airlines. In fact, the Civil Aviation Management 
Institute of China, quoted in Jiang and Zhang (2016), reported that 
only 5 percent of the passengers chose an airline on the basis of its FFP. It 
is worthwhile to note that McCall and Voorhees (2010) state that despite 
the proliferation of loyalty programs, the evidence regarding their effec- 
tiveness remains mixed, and is often inconsistent. Shugan (2005) also 
leveled criticism at loyalty programs in observing that many loyalty pro- 
grams appear to produce liabilities rather than assets. Instead of building 
trust by committing to the member now, the programs ask the members 
to trust that, in return for current revenue, the firm will provide future 
member awards. Promising the customer a future reward for a current 
purchase can merely shift costs into the future. Shugan argues that a true 
loyalty program should invest in the member (for example by providing 
free up-front training, allowing familiarization or customization) with 
the expectation of greater future revenue. 
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The mixed views observed by McCall and Voorhees (2010) are not 
limited to the scientific side. On the practitioners’ side, there has been 
an ongoing debate about the programs’ effectiveness. It is important to 
note that program effectiveness is different from program’s financial 
success. Certainly, in the early days, there would not have been robust 
and publicly available information around the programs’ effectiveness. 
As Levine noted (Levine 1986), even airlines whose hub systems gave 
them relatively large proportions of monopoly routes, like Piedmont 
and USAir, were forced to offer FFPs after initial resistance, as did new 
entrants such as People Express, America West, and Midway, which 
had expected that their low and relatively non-discriminatory fare 
structures would make bonuses unnecessary. Others realized that not 
having a FFP would put them at a significant competitive disadvan- 
tage. Yang and Liu (2003) for example showed that like European car- 
riers, the origin of China Airlines’ Dynasty Flyer program lies in its 
need to respond to competitive pressures. China Airlines launched the 
Dynasty Flyer program in 1989 to primarily compete with the US car- 
riers (US routes yield considerably higher revenue to China Airlines, 
and all major US carriers that serve the Taiwan route have FFPs). Some 
observers believe that the effectiveness of FFPs launched merely in an 
effort to match the competition, is limited as they would only produce 
a level playing field. Whilst research from Liu and Yang (2009) con- 
firms that crowding the market with loyalty programs will reduce their 
effectiveness, at the same time however, when the product category is 
highly expandable like the airline industry, this saturation effect disap- 
pears. FFPs can help airlines gain a competitive advantage over substi- 
tute offerings outside the industry, and multiple programs can produce 
incremental results even in a highly-saturated market. Over the years, 
the airlines and programs did build up their understanding around 
program effectiveness. And today inside the airline industry, much of 
the discussion around program effectiveness has concentrated on two 
specific dimensions: share of wallet and yield. Share of wallet is a 
metric that measures to what extent a member is concentrating his or 
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her spend with the carrier. The focus therefore is on getting the largest 
possible share of the pie so to speak, instead of increasing the size of 
the pie. There is a common understanding amongst FFP practitioners 
that it is unlikely that programs will drive incremental flying behavior, 
so therefore the focus is on attracting the maximum share of the exist- 
ing behavior. The other element is the yield, or revenue per mile flown.” 
Yield can be a proxy for the earlier mentioned price sensitivity. FFPs 
are designed to incentivize members to accept higher fares through a 
variety of mechanisms, both directly and indirectly. An example of a 
direct incentive is to award less miles on lower (cheaper) inventory 
classes, and more miles on higher (more expensive) inventory classes. 
In its most direct way, this is what is done across cabin classes, with an 
increasing amount of miles being awarded moving up from economy, 
to business, to first class. The indirect effect of the FFP is that the 
member is less price-sensitive when facing a purchase decision. This 
applies equally in a single airline setting as well as in a competitive set- 
ting. In a single airline setting, the member is more inclined to accept 
a higher fare as a result of being a member of the FFP. In a competitive, 
multiple airline setting, the member of the FFP will be less susceptible 
to offers from competing carriers as a result of the membership in the 
FFP. When it comes to public disclosures around program effective- 
ness, airlines and FFPs tend to put out fairly generic statements. Global 
loyalty agency ICLP identifies the following key commercial metrics 
for a loyalty program: percentage revenue penetration, percentage 
transaction penetration, percentage active members (last twelve 
months), percentage of elite members, earn-redemption rate, percent- 
age award ratio, partner revenues and breakage (Buckingham 2013). 
According to Air France-KLM, the coupon value of a Flying Blue plat- 
inum tier member is more than twice the average coupon value (Air 
France-KLM 2012). Qantas, in an investor briefing, noted that the 
FFP delivered significant value for the airline in four areas. Firstly, the 
FFP contributed a revenue premium for the airline in the form of 
increased market share and share of wallet, as well as a revenue pre- 
mium. Secondly, the program enabled marketing efficiencies in the 
form of improved targeting and segmentation, differentiated incen- 
tives and insight-driven campaigns. In third place, the FFP offers 
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Fig. 6.1 Airpoints as a key decision criteria for Air New Zealand’s most engaged 


customers 
Source: Air New Zealand 2016 High value customer survey (Air New Zealand 2017) 


significant operational efficiencies. Qantas Frequent Flyer represents 
the single largest buyer to the airline, and mainly uses the cost-effective 
online channel. Lastly, the data from Qantas Frequent Flyer enables 
the airline to make better decisions when it comes to a broad range of 
issues including the network and fleet (Qantas 2015). According the 
Emirates in 2013, the FFP is more relevant now than ever before 
because of the increased competition, thinner margins, and external 
shocks like fuel price swings and economic cycles (LaBelle 2013). 
Among the sources of value, LaBelle lists the take-along effect. Take- 
along revenues occur when a member redeems an award ticket and 
purchases a commercial ticket for another person in the traveling party. 
It assumed that without the award ticket, the travel would not have 
occurred therefore the revenue is incremental (Fig. 6.1). 

‘The review of the academic research suggests that overall the FFPs do 
have a positive influence on member behavior. The two most commonly 
established effects are reduced price sensitivity, and greater share of wal- 
let to the airline belonging to the program. What has been less clearly 
established in the academic literature, are the costs associated with award 
travel (other than the focus on ethical dimensions of FFPs which will be 
discussed in the next session). As mentioned, FFPs do incur costs when 
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members redeem award travel (for reasons outlined previously, we will 
ignore program running cost and cost of non-air awards here). The 
apparent lack of academic research into the cost side of the equation 
cannot be for lack of relevance, as this is a critical question. In fact, in 
many airlines there is an ongoing discussion around the question of the 
costs of award seats. One possible explanation for the gap in academic 
analysis could be the proprietary nature of the data involved. Airlines 
may not want to divulge their data that would be required to run mod- 
els. On the other hand, some airlines have, for other purposes, provided 
anonymized data to researchers. Another reason could be that airlines 
believe that they have cracked the code already themselves, and feel little 
need to invest time and effort in another approach. Under the previous 
accounting standards, many airlines have developed a cost per mile, 
which used to be the basis for liability accrual under the incremental 
costing method.* The common approach used by airlines and FFPs to 
approximate the cost of mile is based on a combination of drivers. 
Kucheria (2007) for example defined the drivers of the economic cost 
per mile as follows: incremental cost of awards, dilution and displace- 
ment resulting from award travel, and operating cost of the FFP. Similarly, 
Srinivasan (2005) identified three types of costs that are associated with 
a mile. Firstly, there are hard award costs. Hard award costs include all 
the cash out expenses that an airline or FFP is incurring at the time of 
redemption. For flight awards, these costs include the incremental cost 
of catering, incremental cost of fuel (based on the average fuel burn per 
passenger per mile), any associated GDS/reservation system costs per 
additional booking, and any taxes that the airline may have to pay. In 
the case of first or business class bookings, the cost of lounge access may 
be added. ‘The same logic applies for upgrade awards. For non-air awards, 
and the costs of redemptions on airline partners, the actual cost can be 
taken. The second component is what Srinivasan describes as the soft 
cost per mile. The soft cost per mile is somewhat more difficult to assess, 
because instead of actual numbers it is using estimates for the drivers. 
The objective of the soft cost per mile is to capture the opportunity cost 
associated with award travel, which typically has two components. ‘The 
first component is dilution. Dilution takes place when a FFP member is 
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using an award ticket instead of buying a commercial ticket. This may be 
a cost to the airline if a number of conditions are met such as would the 
member indeed have traveled on a commercial ticket, on that particular 
airline, and could the airline have sold that seat to another passenger. 
Given the various assumptions that drive the number, it can be difficult 
to reach a satisfying answer for dilution. As noted, there is little scientific 
research available that provides insights into the level of dilution in the 
airline space. Suzuki (2002) points out that nearly one-third of the US 
firms may be using the mileage redemption strategy to reduce air travel 
costs (based on past empirical studies). He defines the mileage redemp- 
tion strategy as the use of frequent flyer miles accumulated by employees 
during business trips to obtain free tickets for their future business trips.’ 
Using data on prices and proportion of frequent flyer tickets obtained 
from the Bureau of Transportation and Statistics, covering the period 
from 1993 to 2009, Escobari et al. (2011) found that if average fares in 
a route are higher, the proportion of travelers who opt to redeem their 
miles is greater. Their study showed that if the average price in a route 
increases by one dollar, one out of every 802 paying passengers will 
decide to redeem miles instead of buying a ticket. In other industries, a 
number of studies have established that redemptions tend to be hedonis- 
tic, and loyalty currencies are used for luxury purchases, or gifts to one- 
self (see for example Smith and Sparks 2009). Kivetz and Simonson 
(2002), in article aptly called Earning the right to indulge, described how 
an increase in effort shifts the member's preference from necessities to 
luxury awards. Extrapolating these types of outcomes to an airline set- 
ting would translate into the scenario whereby a member clocks up a lot 
of miles, and subsequently redeems for a first class trans-Atlantic ticket. 
It is not unrealistic to assume that this traveler would not have been will- 
ing to pay the going commercial fare for the same itinerary. The second 
opportunity cost is displacement. Displacement refers to a situation 
whereby the seat that an award passenger occupies on a plane could have 
been sold to commercial revenue passenger. A rough yardstick used by 
some airlines is the load-factor of the flight, whereby dilution is assumed 
for flights that departed with a load-factor over a certain threshold (or 
using another step-wise approximation). The third and last component 
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of the cost per mile are the operating costs, which include marketing, 
technology and others incurred in the running of the program. 


The Ethical Dimensions of Frequent Flyer 
Programs 


A significant part of the academic research on FFPs, especially in the early 
years, focused on the ethical dimensions of the programs, with some 
offering some rather strong opinions like Storm (1999) who called for the 
abolishment of FFPs altogether. Most of the concerns voiced in the litera- 
ture can be traced back to an original classification put forward by Deane 
(1988) who highlighted four areas of concern for FFPs: the distortion of 
purchase decisions, price subsidies paid by non-frequent flyers, the pro- 
motion of income tax evasion, and the distortion of competitive forces. 
To start with the first category, many have discussed the impact of FFPs 
on purchase decisions, with a significant part of that discussion taking 
place in the effectiveness context. The concern raised is that the FFP is 
seen as playing an undue role in the purchase decision, leading to subop- 
timal outcomes. A core consideration in this respect is the earlier 
mentioned principal-agent dilemma, when FFP benefits constitute 
“bribes”, inducing employees to book flights on airlines with higher 
prices (Basso et al. 2009). Stephenson and Fox (1992) recommended 
removing the autonomy of business travelers to book their own travel in 
an effort to reduce cost for companies.° Others believed that the negative 
effect of the FFP in this context was limited as other factors such as 
schedule convenience, on-time performance and low fares were more 
important than FFP benefits in making a purchase decision (Toh and Hu 
1988). As a result, employee abuse was not as significant as feared by 
some. In another research, it was argued that there was actually a role for 
FFPs to play in rewarding employees for business travel, which was 
becoming less attractive and more stressful for travelers (Toh et al. 1993). 
The earlier mentioned study by Lederman (2008) in the context of pro- 
gram effectiveness (demonstrating that FFPs may account for over 25 
percent of the fare premium that hub carriers receive) is also often cited 
in the context of ethical considerations. The second area of concerned 
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raised is the price discrimination. As mentioned in Chap. 4, Basso et al. 
(2009) argue that FFPs function as second degree price discrimination by 
serving as a sort of quantity discount scheme. As not every member will 
earn enough miles to reach an award level, the airline effectively charges 
them a higher price than the members who are able of reaching a redemp- 
tion threshold. Along the same lines, Levitin (2008) argues that consum- 
ers who pay cash instead of using a credit card that provides points are 
essentially paying a higher price for the same product. Asa result, Levitin 
concludes that rewards programs have perverted the credit card market 
both for consumers and for merchants, who unwillingly bear the cost of 
the rewards programs. ‘The third area is the promotion of tax evasion. Tax 
and tax evasion on income derived through FFPs will be discussed sepa- 
rately in the following section. This leaves us with the fourth category, 
which is distortion of competitive forces. This is an interesting area, given 
how the first FFPs were invented as marketing tools to use in a market 
that became significantly more competitive following the Airline 
Deregulation Act in the US. The increased competition also followed suit 
during the early 1990s in the European Union when the air travel market 
was liberalized. A number of observers in the scientific research believe 
that the FFP can lead to an unfair competitive advantage. These increased 
switching costs make the demand for an individual firm’s product more 
inelastic, resulting in higher equilibrium prices and lower consumer 
welfare (Kobayashi 2005). The Swedish Competition Authority, in what 
is probably one of the most far-reaching cases, ruled in 1999 that 
Scandinavian Airlines (SAS) had abused its dominant position by offer- 
ing the EuroBonus program on domestic flights. SAS was subsequently 
ordered to cease offering the FFP on domestic routes where it was in com- 
petition with other carriers (Swedish Competition Authority 2003). 
Klemperer (1995) argued that the welfare losses of switching costs may be 
substantial through increased prices, deadweight losses due to reduced 
competition, and consumers suffering from the switching cost itself. 
Carlsson and Lofgren estimated that the increase in switching cost for SAS 
during the time prior to the restrictions in the use of their FFP was approxi- 
mately 12 percent of the average ticket price (Carlsson and Lofgren 2006). 
Agostini et al. (2015) concluded that the differential premium LAN is able 


to charge for weekday trips to domestic destinations, as a result of its FFP, 
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is around 35 percent. Earlier, Storm (1999) had called for the complete 
abolishment of FFPs on the grounds that successful FFPs can act as a bar- 
rier to entry for competitor airlines, as the FFPs are costly to run, and 
require an extensive network to be successful. Storm also raises the point 
that from a consumer perspective, the programs make it more difficult to 
understand the true cost of a ticket as a result of complicated and obscure 
bonus schemes. Lastly, Storm highlights the issue that FFPs retain strict 
control over the content of the programs, including the right to make 
changes at any time. However in most jurisdictions, the legislator took a 
far more conservative approach. In the US for example, reported U.S. 
antitrust cases with claims involving loyalty programs marketed to end 
users have not directly challenged the firms’ use of the programs. Rather, 
these cases have attacked the firms’ attempts to change the terms of the 
program or firms’ attempts to prevent resale of frequent flyer awards in a 
secondary market (Kobayashi 2005). In the periphery of FFPs, in the 
context of co-branded credit cards, some competition authorities and 
central banks have suggested banks provide consumers with exaggerated 
incentives to use their credit cards, to the detriment of other means of 
payment like cash and debit cards which they believe to be more efficient 
(Rochet and Wright 2010). 


Taxing Frequent Flyer Programs Benefits 


The possible taxation of benefits derived from FFPs has been a recurring 
subject of discussion around the world. To start at the beginning, the 
argument to tax benefits obtained under the FFP is founded on the 
assumption that the traveler is enjoying benefits that he or she has not 
paid for, and therefore those benefits can be considered as income. At the 
point of redemption, the member receives an in-kind benefit that is 
untaxed. This applies in particular for work-related travel where the 
employer is paying for travel, and the employee is reaping the benefits in 
the form of miles. Whilst conceptually this may sound straightforward, 
in practice it translates into a number of challenges. Firstly, as the benefit 
could be obtained through a mix of miles earned on business and per- 
sonal expenses, it becomes complex to distill what part should be taxed 
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versus what part should not be taxed. For tax purposes, miles need to be 
clearly distinguishable between personally earned miles, which remain 
tax free at redemption and miles earned through employment activities, 
which become subject to income or fringe benefit tax at redemption 
(McCaughey 2011). Secondly, there is the question of value—what 
methodology should be used to assign the income obtained from the 
FFP? When a member for example redeems for an award ticket, it could 
be the equivalent commercial fare for that ticket, or arguably a discount 
should be applied as the award ticket has stricter conditions and is less 
readily available. Thirdly, there is ambiguity around the timing of the 
income—when should it be recognized? For these reasons, the Internal 
Revenue Service in the United States decided in 2002 not to pursue a tax 
enforcement program on promotional benefits such as frequent flyer 
miles (Dennis-Escofher 2002). Other countries have elected different 
approaches. One particular solution was chosen in Germany, where the 
operator of the program settled the tax liability directly with the tax 
authorities. McCaughey (2011) however asserted that with modern tech- 
nologies plus a more transparent market for frequent flyer miles, it has 
become in theory a lot easier for tax authorities to recognize and value 
benefits derived from the FFP. Furthermore, McCaughey notices that 
many jurisdictions may not have an explicit tax treatment but at the same 
time government employees are not entitled to FFP benefits. This could 
be considered as a first sign that something should be taxed in the future. 


Notes 


1. Please refer to Fig. 4.2 in Chap. 4 for an overview of typical operational 
expenses as a percentage of total revenues. 

2. The other segment identified in the sample is the smaller “deal-prone” 
segment which values both award flights as well as the elite tier program. 

3. The common industry term is Passenger Revenue per Available Seat Mile 
or PRASM. 

4. Please refer to Chap. 4 for a detailed discussion of FFP accounting. 

5. An increasing number of airlines have introduced some form of corporate 
loyalty program, mainly focusing on small- and medium-sized businesses 
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that are too small for the regular corporate incentive programs. These pro- 
grams allow companies to earn loyalty credits, in parallel to the individual 
traveler earning miles in the regular FFP. Examples include British 
Airways On Business program, KLM Royal Dutch Airlines’ BlueBiz pro- 
gram, and Qantas Business Rewards. 

6. See Chap. 4 for a discussion of other factors that lead to higher corporate 
fares, including late-booking behavior which is identified as the largest 
driver. 
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Trends and Innovations 


The chronological overview of events in Chap. 1 shows clearly how 
frequent flyer programs (FFPs) have continued to evolve over time. 
Even in the more recent years, constant changes can be observed. Not 
every change of course is a pivotal one, but overall FFPs are certainly 
not standing still. In this chapter, we take stock of the changes and 
innovations that are happening in the marketplace. To facilitate the 
review, the changes and innovations can be grouped into three major 
trends. The first trend is the ongoing effort to improve the economics 
of the programs. As airlines continue to rely on FFPs to drive results 
(both financially as well in terms of member loyalty), programs are 
faced with increasing demands to deliver, and grow their value. In line 
with that trend, the second trend for FFPs is the continuous effort to 
enhance the customer value proposition. In an increasingly crowded 
and competitive market place, FFPs cannot rest on their laurels, and are 
making changes to retain top of mind awareness. The first two trends 
can sometimes be at odds—a discussion of the trade-offs is provided. 
The last trend is the change in partnership dynamics. FFPs have started 
to interact with partners in different ways, and using different commer- 
cial models. As new technologies are underpinning some of the changes, 
an overview of their impacts will be provided where relevant. ‘The last 
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section will discuss how FFPs today stack up against loyalty programs 
from other industries in terms of innovation—are they still in the lead 
or have they lost their prominence? Lastly, a brief look at current airline 
trends and their impacts on FFPs will be provided. 


Improving the Economics of Frequent Flyer 
Programs 


With the ever-present pressure to deliver financial results, FFPs continu- 
ously look for ways to improve the bottom-line performance. With an 
increasingly better grip on the drivers of the programs’ economics, man- 
agement has better tools today to understand and steer performance. 
Enhancing economic performance is a function of costs and revenues—let 
us start by looking at cost reduction initiatives. Spend-based accrual struc- 
tures are gaining in popularity. Long embraced by non-legacy carriers, 
across markets internationally, legacy airlines have started to adopt spend- 
or value-based approaches, especially in the United States. All three major 
airline groups (United Airlines, Delta Air Lines and American Airlines) 
have embraced some form of spend-based accrual in an effort to match 
member contribution to recognition, starting with the announcement by 
Delta Air Lines in February of 2014. It is worthwhile to note that non- 
legacy carriers like JetBlue and Southwest were already using value-based 
programs, as were many others outside of the US. FFPs outside the US are 
starting to adopt the value-based approach, but it has not turned into a 
widely accepted practice yet. Secondly, programs are adjusting qualifica- 
tion requirements for elite programs. A number of programs have intro- 
duced spend requirements, in addition to miles flown or segments. Spend 
requirements mandate the member to spend at least a certain threshold 
amount with the airline. As a consequence, those frequent flyers who 
clock up a lot of miles on cheaper fares will no longer qualify for the elite 
tiers. In January 2013, Delta Air Lines announced its intention to intro- 
duce a spending requirement as part of its 2015 elite program, followed by 
United Airlines in June of the same year. So far, few programs outside 
North America have followed this trend, but management in these pro- 
grams will undoubtedly look at the pros and cons. Other airlines have 
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introduced similar requirements, mainly focused on ensuring that at least 
part of the activity was accrued on the program airline. More stringent 
rules could result in either less elite members, reducing pressure on the 
pool of available resources and benefits, or it could serve as an incentive to 
change flying behavior, resulting in additional revenues for the airline. It 
is interesting to note how the co-branded credit cards play an increasing 
role in the qualification structures. Delta Air Lines for example will waive 
the minimum spend requirements (known as Medallion Qualification 
Dollars), if the member makes at least USD 25,000 in purchases annually 
on the Delta SkyMiles Credit Card. What is important to note is that, at 
least in the United States, all three major airlines introduced the changes 
around the same time, effectively leveling the competitive playing field 
(Table 7.1). 

The successive changes are undoubtedly supported by being in the 
same competitive environment, facing the same challenges across the 
board. That level of parity may not exist for airlines elsewhere, which 
could present some challenges in the implementation of some of these 
changes. At this point it is not clear whether the major programs outside 
the US would follow the three US majors in moving to spend-based 


Table 7.1 American Airlines AAdvantage elite qualification criteria 


Executive 
Gold Platinum Platinum Pro Platinum 
Flight activity 25k EQMs 50k EQMs 75k EQMs 100k EQMs 
required Or Or Or Or 
30 EQSs 60 EQSs 90 EQSs 120 EQSs 


Spend requirements USD 3k EQDs USD 6k EQDs USD 9k EQDs USD 12k EQDs 


EQM—Elite Qualifying Miles represent a percentage of the actual miles flown 
(including applicable minimum mileage guarantees) based on the airline and 
the booking code purchased 

EQS—Elite Qualifying Segments are earned on eligible purchased tickets for 
flights on American or partner airlines 

EQD—Elite Qualifying Dollars—awarded based on ticket price (includes base 
fare plus carrier-imposed fees, but excludes government-imposed taxes and 
fees) on American Airlines-marketed flights. Flights marketed by oneworld 
carriers and Alaska Airlines will earn EQDs based on a percentage of the flight 
distance and the fare class purchased 

Source: American Airlines 
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accrual programs. One complicating factor for many carriers is the inter- 
national membership base of the FFPs. Fixing the accrual based on a 
single currency, could lead to significant drops or increases depending on 
how that currency moves against other currencies—regardless of the 
underlying currency. 

Thirdly, programs are adjusting their award grids. Although this by 
itself is not something new, there has been a particular wave of program 
adjustments. One possible explanation for this is that the FFPs have 
managed to achieve greater visibility on the true underlying costs—and 
identify outliers that are produced by the current award grid. Examples 
include United Airlines, British Airways, and Singapore Airlines that 
have all introduced revised award grids. By calibrating the award grid, the 
FFP can achieve a better control of the award unit cost. In most cases, 
calibration of award grids involves raising the miles requirements—with 
a few reductions here and there. In 2017, Singapore Airlines removed its 
15 percent discount for redemption and redemption upgrade bookings 
made through singaporeair.com and its mobile app, applying the same 
redemption pricing across all channels. Presumably the discount, designed 
to encourage members to use digital channels, instead of the call center, 
is no longer valid. Some will argue that the correct terminology would be 
devaluation. Whilst it is true that most adjustments involve upwards cor- 
rections (resulting in higher mileage levels), most programs also make 
downward corrections, sometimes in combination with realignment of 
zones. At the same time, programs continue to introduce new ways of 
earning miles (especially on non-air), so it is not necessarily a foregone 
conclusion that the overall member value proposition is eroding. It is also 
worthwhile to note what the programs are not doing. Technically it 
would be possibly to have a direct relationship between the commercial 
fare of the award ticket and the price in miles. But the FFPs understand 
that too much of a direct relationship will reduce the programs to cash- 
back initiatives, taking away that magic attraction of getting high per- 
ceived value. ‘Thirdly, programs are tightening the rules around how you 
can use some of the awards, including upgrades. Many programs have 
introduced new restrictions around eligible fare classes for upgrades. 
Others now require a so-called co-pay. A co-pay is a cash fee that is levied 
by the program or airline in addition to the miles paid for an award. 
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United Airlines for example requires both miles and a co-pay for upgrades 
in selected discounted booking codes. An upgrade on a flight from the 
US to Europe will require 20,000 MileagePlus miles plus a co-pay of 
USD 550 for tickets booked in Z or P inventory class. 

Technology has played an important enabling role in these changes. 
The move to spend-based accrual required the legacy systems to switch to 
a very different accrual logic, using the actual dollar spend as the basis for 
the accrual instead of the distance flown in combination with booking 
class. Other system enhancements were required for the introduction of 
co-pays, effectively adding an additional layer on the awards pricing logic. 
Although these types of innovations may sound like a far cry from more 
exciting innovations likes beacon technology, RFID, or wearable technol- 
ogy, they underpin the core changes that the programs are making. Many 
of the FFPs (and airlines) still run legacy systems, resulting in long change 
windows, reducing the ability to implement concurrent changes. 


Enhancing the Member Experience: Context 
and Convenience 


Programs are faced with a never-ending challenge to maintain the 
appeal of the program to members, in a constantly changing environ- 
ment. And not the only the environment poses new challenges; mem- 
bers themselves are changing as well. Already in 2005, Capizzi and 
Ferguson described how loyalty program members are more alert than 
ever. They understand how to assess a loyalty offering, and can make 
informed decisions around whether a program or offer makes sense for 
them. Me-too programs don’t cut it anymore, as consumers look for 
programs that offer value propositions with a sophisticated and differ- 
entiated awards program. Zooming in on travelers in particular, 
McKone (2013) argues that today’s travelers’ expectations have changed. 
Similar to Capizzi and Ferguson, he highlights that members now 
expect programs to offer them options instead of cookie cutter 
approaches. In addition, the modern member is seeking value personal- 
ization and personal recognition. Internal research at Marriott Hotels 
showed that customers are beginning to expect marketers to use recent 
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data to present valuable, relevant content (Kinney 2013). Awards 
should be tailored to the preferences of the member instead of a one- 
size-fits-all generic type of approach. Members have further developed 
their understanding of FFPs, and know how to get the maximum value 
out of them. Many participate actively, seeking out, and weighing new 
promotions and program features. In addition, the programs play an 
ever more important role in the travel experience—in fact, the program 
helps to shape the actual experience that the member goes through 
when traveling. From the member’s perspective, the online and offline 
will merge into one experience. Programs are reacting to that by mov- 
ing from multi-channel to omni-channel approaches. An omni-channel 
approach covers all customer experiences—effectively all touch points— 
with a comprehensive, integrated, uniform strategy (Berry 2014). 
Programs are building up the capabilities to target the right people, at 
the right time, in the right place, on the right device, and with the right 
level of personalization. It is clear that the days of one-way messaging, 
from the FFP to the member, are over. Instead, programs will need to 
connect on a personal level, and be seen as delivering either value or 
convenience. On the value side, programs are generally making head- 
way, despite some of the noise related to grid devaluations. Many 
European carriers for example have made changes to their award grids, 
as some of the lead-in award fares did not provide sufficient customer 
value. This was particularly true for short-haul flights where fierce com- 
petition of LCCs forced many legacy carriers to drop their lead-in 
commercial fares, leading occasionally to situations where the cash 
component of an award ticket was more than the same itinerary pro- 
motional fare. Likewise, a number of programs have addressed fuel sur- 
charges and airport taxes.’ Although the core award categories remain 
flights awards, FFPs and their airlines are continuously evolving the 
way how awards are offered—and in some cases how they are priced. 
A good example of such innovation is the bidding for upgrades. Most 
programs offer upgrades against a fixed amount of miles, and in combi- 
nation with certain eligible fares. In recent years, an increasing number 
of airlines have introduced bidding mechanisms, allowing members to 
submit a bid in miles, or miles and cash, for upgrades. Examples include 


the Qantas Bid Now Upgrades product, and Air New Zealand’s OneUp 
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product. With relatively little transparency around how the mecha- 
nisms actually work, it allows the airlines maximum flexibility in decid- 
ing who gets upgraded, and for what fare. In the case of Qantas, the 
program is not open to each traveler, but instead Qantas invites selected 
passengers, assumedly the criteria for selection include tier status and 
fare purchased. With the member only finding out twenty-four hours 
prior to departure if the bid was successful, it may be less attractive than 
the original model in the eyes of the member, although some of this 
downside could be offset by more attractive pricing. 

On the convenience side, programs are adopting new technologies 
enabling members to have a consistent experience across multiple chan- 
nels. Examples include better mobile and smartphone applications. 
When it comes to mobile apps, different programs and airlines follow 
different strategies. Some include the FFP in the airline app, whereas oth- 
ers use a dedicated app for the FFP. Airlines and programs are still finding 
the optimal mix for the right use of the mobile app—balancing between 
using it as a promotional tool versus increasing utility by offering more 
hands-on functionality. What has become clear is that mobile apps are 
dominating the non-voice mobile phone experience. In the United States 
for example, mobile apps account for 86 percent of adults’ non-voice 
smartphone time in 2016, with the mobile web accounting for just 14 
percent (“Smartphone Apps Crushing Mobile Web Time” 2016). Also 
on the convenience side, programs are cementing the role the program 
plays in the customer journey by offering more components of that travel 
journey for redemption. ANA for example offers the possibility of 
redeeming for an additional piece of luggage for 20,000 Mileage Club 
miles on flights between Asia, Oceania and North America, Hawaii, 
Europe, Africa and the Middle East. Qantas Bronze frequent flyers have 
the option of redeeming Qantas Points for a seat reservation (a service 
that is free for Platinum, Gold or Silver Frequent Flyer or equivalent 
oneworld frequent flyers). Air France-KLM’s Flying Blue Silver members 
can access the lounges for a fee ranging between 3500 and 6500 award 
miles. And members of the Lufthansa Miles & More program can redeem 
a HotSpot Pass Sky Full Flight pass for 5500 miles on all Lufthansa air- 
craft equipped with FlyNet. Other than these high-utility awards, pro- 
grams are also offering more experiential awards. This type of awards 
focuses more on the member’s aspirations, and therefore is less associated 
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with the direct value back (akin to discounting). A drawback to some 
experiential awards is the limited ability to scale. 

In 2013, Forrester analyst Anthony Mullen described how the context 
marketing is the new pinnacle marketers are striving for. He identified 
four key characteristics of this new approach. Firstly, context is much 
more than location alone. It incorporates factors from a variety of sources, 
including economic, emotional and cultural values. Secondly, smart- 
phones and wearables are the Trojan horse for opening up real-time con- 
text. New technologies can unlock a wealth of data, but need to be 
anchored on a fair value exchange. Thirdly, context requires brands to 
respect consumers time and to provide value and utility. Fourthly, con- 
text requires improvisation against a massive data set. 


Frequent Flyer Programs: Innovators or Laggards? 


With their early start, FFPs clearly could claim to be in the lead pack when it 
comes to innovation. But where do they stand today, in comparison to 
other loyalty programs? In 2013, Doppelt and Nadeau identified six charac- 
teristics of innovative loyalty programs in an article called “Making loyalty 
pay: Lessons from the innovators". They described innovative loyalty pro- 
grams using the following six characteristics: 


e Integration of loyalty into the full customer experience 

e The extensive use the data 

e The formation of strong partnerships 

e The ability to solve customer and industry pain points 

e Maximization of the difference between perceived value and real cost: 
e Allocation of loyalty reinvestment to the most profitable customers 


Arguably, FFPs do meet the criteria outlined above as they have engrained 
themselves into the extended passenger experience (especially through the 
extensive elite programs offering perks at virtually every stage of the cus- 
tomer journey), and their increasing use of data from both within the air- 
line setting as well as from partners. The latter is a function of stronger 
partnerships that build trust and allow for the sharing of data. The attrac- 
tiveness of the FFP is built on its strong perceived value of awards, which 
can represent a low actual cost for the airline. The revenues generated 
through the sale of miles outside the airline, helps to address the financial 
limitations that some airlines face in their core model. With new accrual 
models, and smarter award allocation mechanisms, FFPs are also becoming 
stronger in aligning awards to individual customer value and profitability. 
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The Changing Dynamics of Partnerships 


The nature of FFP partnerships is changing. ‘The existing model whereby 
a FFP signs up a partner, credits the miles to the partner's customer 
account, and invoices the partner are coming to an end. Partners are 
increasingly looking for a ROI justification for the investment made in 
loyalty currency. Asa result, the role that the FFP plays in the partnership 
is changing. FFPs are taking on a more pro-active role, in defining how 
the FFP partnership can help to improve the partner’s business. One key 
requirement in this context is that partners are willing to share data with 
the FFP, allowing the FFP to perform analytics. Not every partner has 
deep analytics capabilities, so the FFP can provide data analysis for the 
partner. This approach can actually deliver value in two ways, as in some 
instances the partner will pay for the analytics services. 

With the increasing range of partnerships, there is also an increase in 
the type of partner models. ‘The conventional model, whereby the partner 
buys miles from the FFP, and awards the miles based on spend, is chang- 
ing. A number of FFPs are experimenting with new partner models. ‘The 
strategic rationale for the new models could range from improving the 
partner proposition, to fitting the specific partner category. A recent 
example is Aeroplan in Canada, where members can earn one-off miles 
on the purchase of a car. 

As mentioned, an increase in data sharing helps to solidify the founda- 
tion of the partnership. At the same time, the increase in data from more 
diverse sources allows the FFP to build a more robust, and effective image 
of the member, allowing it to deliver stronger and more relevant market- 
ing messages. 

A second trend in the partnership space are partnerships that extend 
elite benefits across programs in adjacent categories. In 2013 Delta Air 
Lines and Starwood launched the trend with their Crossover Rewards 
program. United Airlines and Marriott followed up late in 2013, and 
American Airlines and Hilton launched a partnership in 2014. In some 
cases, the loyalty program can sign up multiple extension partnerships. In 
2014 for example, Starwood Preferred Guest (SPG) also entered into a 
partnership with Emirates Skywards, titled “Your World Rewards”. 
Under the partnership, elite SPG and Emirates Skywards members will 
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Table 7.2 Perks offered by the “Your World Rewards” partnership 
SPG Gold 


Emirates Emirates Emirates Skywards 
Skywards Blue Skywards Silver Gold and Platinum 
Earn Starpoints on yes yes yes 
Emirates flights 
Earn Skywards Miles on no yes yes 
SPG stays 
Elite benefits at the no yes yes 
airport 


Source: Emirates (n.d.) 


receive awards of each loyalty program, as well as earning bonus Starpoints 
when they fly with Emirates and bonus Miles when they stay with SPG 
on top of their usual earnings (Table 7.2). 

Other programs have chosen a different approach to extend the elite 
benefits. Singapore Airlines and Shangri La Hotels for example, match 
elite tiers under their ‘Infinite Journeys’ partnership. Golden Circle Jade 
or Diamond members will qualify automatically for KrisFlyer Elite Silver 
membership. In addition, they will enjoy an accelerated upgrade to 
KrisFlyer Elite Gold status when completing the required number of 
flights on Singapore Airlines or SilkAir, within four months of registra- 
tion. Golden Circle Jade member will require three eligible flights, and 
Golden Circle Diamond member will require one eligible flight. 
Conversely, PPS Club or KrisFlyer Elite Gold members will receive an 
upgrade to Golden Circle Jade membership after a one-night stay (on a 
qualifying rate) at any Shangri-La hotel and resort, Kerry hotel, Traders 
hotel or Hotel Jen worldwide (Infinite Journeys n.d.). 


Other Travel Trends and Their Impact on FFPs 


Nakata (2017) identified four drivers of online travel disruption that 
could have an impact on loyalty programs. Firstly, the rising sharing 
economy (and acceptance amongst consumers) will drive change in con- 
sumer behavior—and could represent opportunities for loyalty programs. 
Qantas entered into a partnership with Airbnb. Other possibilities also 
exist, loyalty points could be used as a reward in sharing. Secondly, there 
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exists a strong link between the use of social media and travel. This link 
is applicable across multiple stages of the travel cycle (choosing destina- 
tion, booking, feedback, sharing). Loyalty programs can invest in two- 
way communications, providing easier access through the member's 
preferred channel. Social media like Facebook are very suitable for rec- 
ommendations. ‘Thirdly, assistance and personalization tools are increas- 
ing in use and usability. Loyalty programs are well positioned to play a 
role here, given the rich and varied source of data they have. Fourthly, 
there is a group of dominant gateways acting as a gateway of commerce 
and experience. Given the inherent power of these aggregators, FFPs 
would be well advised to seek partnerships. Qantas partnered with 
Facebook to launch Qantas Concierge, a Facebook Messenger bot -a chat 
application- that uses artificial intelligence to offer users travel inspiration 
ideas and help them plan their next trip. The solution’s capabilities will be 
growing through 2017 to provide itineraries, flight and gate change 
updates and boarding passes. Avios has launched a new ‘skill’ for Amazon's 
Alexa Voice Service. (Alexa is the “brain behind” Amazon Echo and Echo 
dot). Members need to enable the Avios skill in Amazon to start interact- 
ing with Alexa and ask questions about miles balance and ways to increase 
it, for example: How many Avios are in my account? Or, Alexa, ask Avios 
what can I do with 5,000 Avios? Avios’ site also suggests other questions 
related to experiences and flights, such as: Alexa, ask Avios to find me a day 
at the spa, or Alexa, ask Avios if I can fly to Paris with my Avios? 


Trends for Loyalty Programs in General 


Clearly FFPs are not the only loyalty programs that are evolving. According 
to Breugelmans et al. (2014) advancements in information technology, mar- 
keting analytics, and consumer interface platforms are driving a number of 
significant developments across the spectrum of loyalty programs. They 
identified the following as particularly important trends and developments 
that will shape the evolution of loyalty program management. The first 
trend is the rising popularity of partnership loyalty programs and the for- 
mation of mega-coalitions. In many ways, FFPs have embraced this trend 
already, with their extensive partnership networks. The second trend they 
highlight is the impact of Internet technology, mobile platforms, and social 
media. Similar to the first point raised, FFPs seem to be leading edge when 
it comes to adoption of the aforementioned media. The third and last 
trend, is the emergence of powerful intermediaries. 


204 7 Trends and Innovations 


Note 


1. Although airport taxes are typically imposed by external parties such as 
airport operators, some programs offer options to pay by miles, at either 
fixed or varying miles levels. 
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The Standalone Frequent Flyer Program 


Previous chapters discussed the various organizational models for frequent 
flyer programs (FFPs) and their inherent restrictions and advantages. In 
recent times, there has been an increasing number of FFPs that have been 
set up as separate entities within the airline. The formation of separate 
entities spans a wide range of programs, including very large programs like 
Avios (run by IAG) and Miles & More (run by the Lufthansa Group). 
This chapter will discuss the reasons behind the formation of these sepa- 
rate entities, as well as the process required. Going beyond a separation, a 
number of airlines have opted to divest a part of their separate FFP entity. 
In the period from 2010 to 2015, nine outside investments in FFPs took 
place, resulting in a new shareholder or shareholders coming on board. 
This chapter will identify the drivers for this development, and provide an 
overview of the transactions that have taken place in the market. At the 
start, it is worthwhile to clarify the difference between a separation and a 
spinoff, as they can sometimes be used interchangeably. A separation 
describes the event when the FFP is set-up as a separate unit, and is run as 
a standalone company. In the case of a spinoff, the FFP is also separated 
from the airline, and in addition the airline (or airline owner) divests a 
portion of its ownership in the FFP to an outside investor.’ 
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A History of Frequent Flyer Program 
Separations 


Airlines have a long history of carving out subparts. Examples include 
catering companies, ground handling services, reservation systems, and 
hotels. In 1996 for example, American Airlines performed an equity 
carve-out for 18 percent of its Sabre distribution system, allowing it to 
grow significantly. In 2000, in order for Sabre to become more indepen- 
dent (and to allow it to provide services to other airlines), American 
Airlines completely spun Sabre off, and Sabre started trading as an inde- 
pendent company (Kutscher 2014). Another example quote by Kutscher 
is the Le Méridien hotel group. Originally started in 1972 as a subsidiary 
of Air France, it was sold in 1994 to Forte, a UK-based hotel company. 
In the context of FFPs, one of the earliest instances of a FFP separation 
took place at the Qualiflyer Group.* During the late 1990s, it established 
the Qualiflyer Loyalty Company as a standalone business, tasked with 
running the shared FFP of the airlines participating in the Qualiflyer 
Group. The company was owned by the member airlines, and it acted as 
an intermediary between airlines, frequent flyers and non-airline part- 
ners. The Qualiflyer FFP could, as a result, enforce high levels of eff- 
ciency by absorbing operations costs by selling miles to marketing 
partners. A unanimity rule was used for major program changes 
(Gudmundsson et al. 2002). Later in 2002, United Airlines created a 
wholly-owned subsidiary called UAL Loyalty Services, Inc. (ULS) and 
effectively sold all of its stock in Mileage Plus, Inc. and Mileage Plus 
Holdings, Inc. to this new company, for a total of USD 1.4 billion 
(United Airlines 2002). In the first quarter of 2002, United Airlines made 
changes to its corporate structure which resulted in substantially all of 
United Airlines customer loyalty and marketing programs becoming owned 
and operated by ULS. According to United Airlines, these changes were 
designed to increase the overall value of United Airlines’ loyalty businesses 
by focusing management attention on these activities and enhancing the 
range of products and services offered to MileagePlus members and business 
partners. Due to the related party nature of these transactions, no gain or 


loss was recorded at United Airlines, UAL or ULS. Any differences between 
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the purchase price and the book value of the assets was adjusted through 
equity. United Airlines reported the ULS segment over the period 
2002-2005 until it stopped this when emerging from bankruptcy in 
2006. Over the four-year period, United Airlines excluding ULS ran an 
Operating margin between -3 percent to -19 percent while ULS was 
between 41 percent to 45 percent (DeNardi 2017a). Another prominent 
example of the separate FFP business is Qantas Frequent Flyer. In 
February 2008, Qantas for the first time included separate reporting for 
the group’s loyalty business for the 2007 results. At that time, Qantas also 
reported a record profit for the airline for the half-year ended 31 December 
2007 of AUD 905 million. In 2014, Lufthansa announced that the man- 
agement and governance of the Miles & More FFP would be outsourced 
from Deutsche Lufthansa AG to the direct subsidiary Miles & More 
GmbH. More recently, ANA announced the incorporation of ANA X 
Inc. on October 21, 2016. According to ANA, the new company is 
tasked with the management and development of customer-related pro- 
grams, including ANA Mileage Club, and has two shareholders: ANA 
Holdings which owns 85 percent and ANA Trading which owns the 
remaining 15 percent (ANA 2016). Earlier, Cathay Pacific had formed 
Asia Miles Limited (AML), a wholly-owned subsidiary, tasked with man- 
aging Cathay Pacific Group's award program. 


Understanding the Reasons of an FFP Separation 


Each airline will have its own considerations to move the FFP into a sepa- 
rate unit, but a number of recurring themes can be observed. Landry 
(2008) identified a number of benefits of the separation for the airline. 
Firstly, the airline will benefit from the increased CRM and data analytics 
capabilities, in combination with a significantly larger team that is look- 
ing after loyalty. With increased manpower, there are now dedicated 
teams to support strategy, product innovation, business casing, imple- 
mentation and ongoing customer management. The separate FFP pro- 
vides a stable source of incremental revenue priced at fair market yield (as 
the FFP effectively becomes the largest corporate account). The separa- 
tion also enables greater access to non-traditional customers and market 
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share through retail/financial cross partner and coalition promotions. 
Using the enhanced data from those partnerships, allows the FFP to real- 
ize incremental marketing effectiveness. Lastly, Landry identifies the ben- 
efit of full visibility on the economics of the program—which leads to 
better decision making. The latter benefit, full visibility on the economics 
of the program, can also have an effect on external observers. Qantas for 
example indicated that the establishment of the Group loyalty segment 
was an opportunity to unlock value in the individual business assets 
(Qantas 2007). Many believe that as long as the FFP is hidden in the 
airline, outside investors and analysts cannot truly appreciate the value 
that the FFP is generating. In a separate investor briefing, Qantas out- 
lined that the loyalty segment offered distinct cash flows and risk profile, 
as well as a high and stable growth profile (Qantas 2008b). In 2015 Gavin 
Halliday (the managing director of Avios) remarked that the benefits of 
moving Avios into a separate entity “have been terrific” (Halliday 2015). 
According to Mr. Halliday, “the new, very clean business model provided 
extraordinary transparency around cash flows and SLAs, helping the pro- 
gram both internally within the Group, as well as externally with air and 
non-air partners.” According to Lufthansa, the Miles & More program is 
to be even more successful in its own company, and will become more 
attractive for customers through additional program partners. Revenue 
and profit should grow at a constant level in the coming years (Lufthansa 
2014a). In 2014, Lufthansa published a joint report by the Executive 
Board of Lufthansa and the managing director of Miles & More outlin- 
ing in detail the considerations that lead to the separation of Miles & 
More into a separate company. According to the report, the separation 
brings a number of benefits, including faster decision processes, as well as 
faster rates of implementation. The separation will allow for greater trans- 
parency of costs and results. The program should become more attractive 
for members, as a result of increased focus and growth in partnerships 
(Lufthansa 2014b). Moving the FFP into a separate company may also 
provide for a more optimal administrative structure, reducing tax expo- 
sure. LifeMiles, the FFP of Avianca, for example is incorporated in 
Curacao, outside the home markets of El Salvador and Colombia. A final 
advantage of setting up the FFP as a separate entity, is that it can make 
the unit eligible for an outside investment, which would turn the 
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separation into a spinoff. The following section will discuss the pros and 
cons of realizing a spinoff. 


Key Requirements Towards a FFP Separation 


Although airlines have produced a compelling and consistently-themed 
list of arguments why they separated their FFPs, separation itself is not 
right for every airline. A number of conditions must be in place in order 
for the separation to make sense. First and foremost, an FFP that gener- 
ates little billings from third parties (outside of the airline) will stand to 
gain less from a separation. As a rule of thumb, more than 50 percent of 
the revenues should come from external billings in order for separation to 
have the greatest impact. Qantas Frequent Flyer reported in 2013 that 
over 65 percent of its AUD 1.2 billion points sales came from external 
parties. In Brazil, Multiplus reported that for 2015, over 90 percent of its 
gross billings came from the banking, retail, industrial and services cate- 
gories. In absence of these material, external revenues, a separation will 
achieve little other than moving funds from the FFP to the airline and 
vice versa. 

It is also essential that management has a clear and true view of the 
FFP’s current performance. In some cases, selling miles to partners at 
high yields can lead airlines to believe that they are running highly profit- 
able programs. Yet at the same time, they don’t fully account for the cost 
of awards seats. Or, they continue to rely on distressed inventory for 
awards ultimately impacting the customer value proposition. On the flip 
side, marketing departments could consider miles as almost free market- 
ing tools, with limited transfer pricing control in place for awarding 
miles. Especially smaller and/or younger FFPs may also not yet have 
reached the boundaries of the traditional in-house model, giving them a 
clouded view on the program’s performance. 

‘The process of separation can be difficult and complex. The program’s 
management must have a sufficiently long horizon to oversee the comple- 
tion of the project. It requires to secure support from all stakeholders as 
it takes the attention and support of all levels in the airline to support the 
move towards a standalone structure. It is paramount that the board of 
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directors must gain an understanding of the possibilities and limitations 
of the current, and future FFP. Herein lies a challenge—most boards 
today have limited exposure to frequent flyer program strategy. It is clear 
that senior management must be embracing the idea—and moving the 
FFP into a standalone company is typically not part of the long-term 
incentive plan of airline CEOs and CFOs. Management in turn must 
also be able to convince employee groups and councils of the advantages 
of the new model and address any concerns. Lastly, large shareholders 
may act as a catalyst, although in many cases the airline's ownership is 
widely dispersed, making it unlikely for one single shareholder to be big 


enough to act as a catalyst. 


Going Beyond Separation: Spinning 
Off the Frequent Flyer Program 


From the previous review, it is clear that airlines have a number of reasons 
to pursue a separate FFP strategy. Some airlines have gone beyond separa- 
tion however, in the form of a partial FFP divestiture. This section will 
explore the reasons for this, as well as the potential barriers and down- 
sides associated with this strategy. 


History of FFP Spinoffs 


A total of ten airlines have pursued a strategy whereby at least a part of 
the FFP entity was sold to outside investors. Table 8.1 provides an over- 
view of the FFP transactions that took place starting with Aeroplan in 
2005. Aeroplan takes a special place in FFP carve-out history for a num- 
ber of reasons. It was not only the first FFP that was spunoff through an 
IPO, it was also the only FFP that was fully divested at the time by its 
shareholders, leaving Air Canada with zero equity in what was still its 
FFP. Although Aeroplan evolved into a leading global loyalty company, 
Air Canada ultimately decided it wanted to regain full control over the 
strategic and financial future of its FFP and announced in 2017 the intent 
to repatriate the FFP in 2020 when the long-term agreement between 


Going Beyond Separation: Spinning Off the Frequent Flyer Program 211 


Table 8.1 Overview of frequent flyer program equity carve-outs 


Year Airline and FFP Transaction parameters 


, First IPO transaction raised CAD 
Air Canada - i : 
2005 eoin 288 million — earning Aeroplan an 
or initial valuation of CAD 2 billion 


Aimia acquired approximately 29 
Aeromexico - Club | percentfor USD 35 million (later in 
2010 , a a 
Premier 2013, Aimia purchased additional 


20 percent for USD 88 million) 


Initial Public Offering generated a 
2010 | TAM - Multiplus market cap of BRL 2.6 billion 
dpproximately USD 1,400 million) 


Purchase price represented an 
2012 Airberlin - enterprise value of approximately 
topbonus EUR 200 million (Airberlin received 


cash proceeds of EUR 184 million) 


GOLreceived cash proceeds of USD 
i 500 million - with a total market 
C COL miles cap of USD 1,494 million at the 


time 


E Etihad purchased 50.1percentof 
2013 ae Jet Privilege Private Limited for USD 
JetPrivilege sets 
150 million 
a pe Aimia invested approximately CAD 
2014 ‘a SAMARA | nor alia ani Hii to an additional 
CAD 7 subject tocertain milestones 
Etihad invested EUR 112.5 million 
2014 Alitalia - to acquire a 75 percent interest in 
MilleMiglia Alitalia Loyalty Spa, which operates 


MilleMiglia 


Affinity Equity Partners purchased 
K , 35percent of the Velocity Frequent 
2014 Viren Australia Flyer program, valuing the program 


Velocity at an enterprise value of AUD 960 


million 


Avianca Holdings received total 
2015 | Avianca - LifeMiles proceeds of USD 343.7 million and 
will maintain a 70 percent 


shareholding 


Source: Company reports 


Ownership at time of transaction 


The first tranche represented about 
12.5 percent - by 2008, ACE had sold all 
of its remaining shares in Aeroplan 


Aimia purchased approximately 29 
percent - Aeromexicoheld 71 percent 
in the first tranche 


27 percent was floated on the public 
market with the remaining 73 percent 
residing with TAM at the time of the 
IPO 


Etihad purchased 70 percent whereas 
Airberlin owns 30 percent following the 
transaction 


At the time of the IPO, 45.9 percent 
was offered as part of the public float - 
54.1 percent of the shares stayed with 
GOL 


Following the transaction, Etihad 
Airways owned 50.1 percent and Jet 
Airways the remaining 49.9 percent 


Following the transaction, AirAsia BIG 
had the following shareholders: 
AirAsia, Tune Group and Aimia 


Etihad Airways owns 75 percent, with 
the remaining 25 percent staying with 
Alitalia 


Affinity Equity Partners owns 35 
percent, with 65 percent remaining 
with Virgin Australia 


Advent International owns 30 percent, 
with 70 percent remaining with 
Avianca 
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Aeroplan and Air Canada will expire (see the Aeroplan and Air Canada: 
carve-out and repatriation box for more details). After a period dominated 
by the global financial crisis, the number of transactions increased again 
from 2010. Two successful [POs took place in Brazil, and Etihad Airways 
started to deploy an airline investment strategy where the FFP was treated 
as a separate component alongside the airline investment. In more recent 
times, private equity companies started to play a more prominent role 
with investments materializing in LifeMiles (Colombia) and Velocity 
(Australia). 


Understanding the Reasons of an FFP Spinoff 


Taking the additional step of a spinoff clearly is a very significant one, so 
there must be compelling reasons for airlines to pursue this strategy. 
Other than the reasons outlined for the separation strategy, the spinoff 
model offers a number of additional advantages. It is obvious that a dives- 
titure will generate capital for the airline (and/or its shareholders) that 
can be deployed in a way they see fit. What is perhaps less obvious, but 
equally important, is that the valuation of the FFP business is done using 
very different metrics than those typically applied in the airline business. 
According to Avianca, the strategic partnership with Advent International 
(a private equity firm) created value in two ways for Avianca. Firstly, the 
strategic partnership unlocks value for Avianca shareholders. Secondly, 
Avianca identified a positive impact on liquidity and leverage ratios of the 
airline. The Net Adjusted Debt to EBITDAR ratio was to benefit from an 
estimated reduction by an approximately 0.6 factor. In addition, the cash 
as percentage of LIM Revenue ratio was to improve from 15.1 percent to 
22.4 percent (Avianca 2015). Avianca also expressed the expectation that 
Advent’s experience and focus would help to further enhance LifeMiles’ 
ability to enter new markets, diversify and accelerate the gross billings 
base, strengthen its commercial partner network, and acquire non-airline 
related expertise. Schifter (2008) similarly identified three core drivers for 
value creation of the separate FFP company. Firstly, there is an increased 
and accelerated revenue growth, enabled by focused management, and 
better handling of miles value inflation. Secondly, the new company will 
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be able to enjoy better margins resulting from cost efficiencies, negotiat- 
ing leverage and an increasing share of non-air awards that offer a lower 
unit cost. Thirdly, the business will attract a higher multiple in terms of 
valuation, reflecting the premium that is assigned to a growing, and sta- 
ble cash flow business. Analysis by global financial services firm EY 
showed that the average EV/EBITDA? multiples of loyalty management 
companies results in a 79 percent premium over the average EV/ 
EBITDAR multiples for an airlines peer sample (Cohen and Lussey 
2014). A more recent analyst report argues again that airlines are intrinsi- 
cally undervalued, as the value of the FFP is hidden in the overall airline. 
As such DeNardi (2017b) calls for airlines to begin reporting the FFP as 
its own operating segment. DeNardi believes that this will provide a 
clearer picture as to how valuable the FFP is. Underpinning the different 
valuations is the argument that FFPs and airlines are structurally different 
businesses. Felsher (2012) argued that the FFP and the airline have fun- 
damentally different business characteristics, leading to different invest- 
ment profiles. The airline business is characterized by unpredictable 
earnings, whereas the FFP business presents a strong and consistent cash 
flow generation. FFPs operate in a lightly-regulated, straightforward 
business model, contrary to the airline business which faces substantial 
operating complexity. FFPs are scalable, and asset-light; unlike airlines 
that require significant capital investments. Lastly, the airline industry is 
very dependent on the price of fuel. The FFP on the other hand is less 
exposed to a single factor like that—instead it is a function of consumer 
spending. Swafheld (2010) notes that loyalty revenues can provide a 
hedge against more volatile flown passenger revenues, as loyalty revenue 
is less sensitive to the economy and growth generally can be maintained. 
As a result of some of these factors, the FFP business offers a far greater 
degree of control of profitability to management. In other words, man- 
agement can proactively influence the level of profitability of the FFP 
unit, whereas airlines are to a great extent dependent on external factors. 
Table 8.2 offers an illustration of this ability, with Virgin Australia real- 
izing a 42.6 percent EBIT margin for its Velocity frequent flyer business. 
Based on the three core drivers of the FFP business model (spread, float 
and breakage), Virgin Australia can exert the greatest control over spread, 
which is a function of the yield and the cost per mile redeemed. By offer- 
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Table 8.2. Virgin Australia 2016 EBIT margin by reporting segment 


2016 (%) 2015 (%) Movement points 
Segment EBIT margin 
Virgin Australia domestic 4.7 3.4 1.3 
Virgin Australia (4.8) (6.2) 1.4 
international 
Velocity 42.6 34.1 8.5 
Tigerair Australia 0.5 (3.0) 3.5 


Source: Virgin Australia 2016 


ing favorable terms for redemptions (translating into lower award unit 
cost), the airline can increase the spread thereby driving the profitability 
of the program resulting in a higher valuation.‘ 

As a reflection of the different characteristics, airlines attract a very dif- 
ferent investor base than FFPs. In 2012, hedge funds made up 25 percent 
of TAM’s shareholder base, whereas Multiplus did not have any hedge 
funds amongst its shareholder base at that time. According to Felsher 
(2012), airlines tend to attract short-term investors, who are looking for 
high levels of liquidity, and are focused on a particular sector, or commod- 
ity. It is not uncommon for these airline investors to take short positions on 
the stock, anticipating a drop in share prices, reflecting the negative percep- 
tion of the business. FFP investors on the other hand, tend to attract long- 
term institutional investors, who are attracted to marketing and big data 
businesses. For this type of investor, FFP businesses offer an alternative to 
invest in consumer spending. Based on the strong financial performance, 
and the projected growth, FFPs make for an attractive sector. 

The question whether FFPs operate in a different industry from the 
airline is a relevant question in the context of a potential spinoff. Kutscher 
(2014) showed that when a business operates in a different industry than 
that of its parent firm, divesting that business will allow managers of both 
entities (parent and divested firm) to focus exclusively on their own 
industry. This stronger focus results in better performance for both par- 
ent and subsidiary. Ihe separation helps to unlock the hidden value by 
correcting the undervaluation of certain parts of a conglomerate firm. 
Kutscher also established that the separation will create value from 
increased coverage by analysts, attracting new investors, improve the 
operating performance, and increased strategic flexibility. 
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Aeroplan and Air Canada: Carve-Out and Repatriation 


In May 2005, Air Canada Enterprises (ACE) announced its intention of offer- 
ing an IPO for part of Aeroplan, the FFP of Air Canada.’ It marked the first 
time an FFP would be divested by the shareholder through an IPO. Although 
spinning off a subsidiary hardly qualified as a new idea, the notion of an 
independent loyalty company was ahead of its time in aviation. In 
September 2005, ACE sold part of Air Canada’s FFP Aeroplan through an 
equity carve-out—and Aeroplan started trading on the Toronto Stock 
Exchange. From September 2005 to February 2006, ACE kept 85.6 percent 
of ownership of Aeroplan. After that ACE ownership was reduced to 75.3 
percent until the end of 2006. By the end of 2008, ACE had sold all of its 
ownership in Aeroplan. Unlike other spinoffs that would occur at later 
stages, the airline (or its shareholders) did not hold any equity any more in 
the new standalone unit. A fifteen-year agreement was put in place to gov- 
ern the relationship between Air Canada and Aeroplan. Kutscher (2014) 
outlined how this agreement specified the price of the goods that they sell 
to each other (award tickets, and Aeroplan miles). Furthermore, the avail- 
ability of award seats is also part of the agreement, and based on a certain 
proportion of seats in each route and each month. Lastly, each party is com- 
mitted to buying a minimum number of goods from the other, representing 
85 percent of the average number of goods purchased in the three preced- 
ing calendar years. 

In 2017, Air Canada announced its intent to launch its own loyalty pro- 
gram in 2020, after the expiry of the long-term Air Canada—Aeroplan 
agreement on June 29, 2020. According to Air Canada, the new program 
will offer additional earning and redemption opportunities, more personal- 
ized service and a better digital experience for Air Canada customers (Air 
Canada 2017). In addition, Air Canada outlined that by managing their own 
program (similar to peers in North America), Air Canada will be able to take 
better care of its customers by making decisions in real-time that address 
specific needs. From a financial perspective, Air Canada projects that the 
net present value of the program repatriation over a 15-year period is to 
exceed CAD 2 billion. 


What is clear is that the FFP business has fundamentally different driv- 
ers and dynamics. In that sense, they are not different to for example 
aircraft manufacturers, or aircraft lessors. Both are also intrinsically linked 
to airlines, but operate in a complete different industry model. 

In 2013, in an interview with Airline Business magazine Professor 
Engelen, a leading specialist in company contraction, acknowledged that 
the value of spinofts is lower when parent and subsidiary are in the same 
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industry. In same-industry holdings, synergies between different divi- 
sions can be important. Losing those synergies may be costly to the par- 
ent airline. In such cases, says Engelen, a partial carve-out may be the best 
solution. The parent company spins off a division (for instance, a FFP) 
through an IPO, while retaining the majority of the shares. On the one 
hand, the division becomes a stand-alone company so its value-creation 
is now transparent and all transactions between the parent and the new 
company occur at arm’s length. On the other hand, the majority stake 
together with adequate agreements between both companies safeguards 
future business relationships (Knibb 2013). 

Analysts at Morgan Stanley, a global financial services firm, indicated 
that the value of the three major FFPs in Europe could be worth between 
20-30 percent of their market cap? (Butcher et al. 2007). In addition, 
they identified value crystallization, transparency on the value of the 
remaining business units (including the potential recognition of under- 
valuation of core passenger division), a new source of capital, and 
rationalization of the business portfolio as major advantages. As far as the 
question of FFP valuations is concerned, Table 8.1 shows a wide range 
reflecting the different FFP company characteristics. Like any other busi- 
ness, the valuation is dependent on the quality, consistency and growth 
potential of future earnings and profitability. In this light, it is clear that 
the long-term agreements between the airline and the FFP play a critical 
role, in particular the level of access and commercial arrangements in 
relation to award seats. 


Process Towards Standalone 


The process towards separation and spinoff involves multiple areas, and 
requires dedication both at a management level as well as at the board 
level. When TAM Fidelidade was carved out from TAM in 2009, sub- 
stantially all of the assets, liabilities, operations and activities of TAM 
Fidelidade, including 112 contracts with commercial partners, 51 
employees and its license to use Siebel Loyalty were transferred by TAM 
Linhas Aéreas to the new FFP company (Multiplus 2010). Similarly, 
Avianca reported that when it set up the LifeMiles business, a range of 
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new contracts were entered into between Avianca and LifeMiles (Avianca 
2016). These commercial agreements included a 20-year exclusivity with 
LifeMiles as the provider and operator of the FFP of Avianca. In addi- 
tion, it stipulated the formula to calculate the price of miles sold by 
LifeMiles to Avianca (used by Avianca to award to its customers), and the 
price to be paid by LifeMiles to Avianca for award tickets when a member 
of the LifeMiles program redeems his or her miles for air services with 
Avianca. Both formulas had to comply with the applicable transfer pric- 
ing rule in each jurisdiction as the combined unit operates both in 
Colombia and El Salvador. 

One of the key areas a separation needs to deal with is the existing 
liability. A number of possible solutions have been used by different air- 
lines. The most common approach is for the airline to retain financial 
responsibility for the miles earned up to the point of separation. When 
Air Canada set up Aeroplan as a limited partnership in 2001, Air Canada 
retained responsibility for the miles to be redeemed from accumulations 
of miles up to December 31, 2001. Aeroplan assumed responsibility for 
all miles issued beginning January 1, 2002. On December 31, 2001, 
there were 171 billion miles outstanding of which, after considering 
breakage, management estimated that 103 billion miles would be 
redeemed (Air Canada 2006). Similarly, when Smiles was separated from 
GOL in 2013, the FFP and the airline agreed that GOL would not 
receive any compensation from Smiles for the so-called legacy miles 
(miles earned prior to the separation). Figure 8.1 shows how the share of 
legacy miles out of the total miles redeemed dwindles over time. 


Barriers to Frequent Flyer Program 
Separation and Spinoff 


As mentioned, the process of separation can be an arduous task. Some 
airlines also considered a divestiture at some point in time, but did not 
follow through for a variety of reasons. Qantas is probably the most well- 
known example of shifting strategic priorities. Qantas acknowledged in 
its 2008 Annual Report that it had been exploring a minority Australian 
initial public offering (IPO) of the Qantas Frequent Flyer business. 
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Fig. 8.1 Share of legacy miles out of total miles redeemed 
Source: Smiles Data sheet 2017 


Qantas outlined that the IPO of its Frequent Flyer business would be 
value accretive to Qantas shareholders, and the business has been appro- 
priately structured in preparation as such. At that time, in the middle of 
the global financial crisis, the equity markets could not deliver the appro- 
priate value in Qantas’ view, and as a result, in this period of heightened 
volatility, it was deemed appropriate to defer the IPO. Although prepara- 
tions continued for a minority IPO in the first half of 2009 (Qantas 
2008a), Qantas ultimately never followed through. A successful spinoff 
requires the various moving components to be aligned, including board 
composition, the view of the equity markets and others. 

The spinoff model is also not right for every airline. Airlines that have 
small domestic markets and are reliant on transfer traffic are less likely to 
benefit from separations. Doing deals with many partners across many 
markets will make it more difficult to achieve economies of scale. 
Similarly, airlines that have no or little credit card penetration in their 
home market could be limited in realizing a successful separation. 
Financial partners (specifically retail banks) can represent a significant 
share of gross billings of a stand-alone FFP unit, either through the 
direct issuance of the loyalty currency via co-branded credit cards, or 
through the conversion of the bank’s currency into the FFP currency. 
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For FFPs in markets where there is no or little credit card penetration, it 
may therefore be difficult to realize the gross billings necessary to drive 
the business model. 

Kutscher (2014) also lists the loss of stability, redundancy and complex- 
ity of separate operations, and transaction costs as main fears that concern 
management when facing a divestiture. Lufthansa (2014b) estimated that 
the transaction of separating Miles & More would represent a cost of EUR 
5 million. FFP businesses are inextricably linked with the core passenger 
business (particularly in relation to tier programs that reward valuable pre- 
mium passengers). Airlines may not want to outsource these relationships 
and data to third parties. Although the loyalty business model itself is 
straightforward, it relies on a myriad of underlying agreements. As a result, 
in the scenario of a spinoff, many different agreements with partners 
would have to be de-linked from the passenger operations. 

A divestiture is also by nature a one-off event. Although the capital 
generation can be material even for a minority spinoff, it does hold reper- 
cussions in terms of the future financial flexibility. US airlines in particu- 
lar have relied in their FFPs as a resource for cash in recent history. When 
United Airlines entered bankruptcy in 2003, BankOne (since acquired 
by JPMorgan Chase) provided USD 500 million in debtor-in possession 
financing. American Express prepaid the purchase of USD 500 million 
SkyMiles in an effort to keep Delta Air Lines out of bankruptcy. Clearly 
the FFP unit has a vested interested in ensuring the survival of the airline 
(Aeroplan for example did provide credit facilities to Air Canada follow- 
ing the financial crisis), but has to account for multiple shareholders in 
the case of a spinoff. 

Some of the valuation multiples of realized FFP transactions may also 
not be applicable to other markets. The higher multiples do not only 
reflect the business model, but also translate the high expected growth of 
the programs in emerging markets like Brazil for Multiplus and Smiles. 
Cohen and Lussey (2014) also note the possibility that a spinoff may 
have an adverse effect on the airlines’ financials. Successful spinoffs typi- 
cally require a successful track record as a airline loyalty program and a 
strong coalition network. 
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TAM S.A., Brazil’s largest airline, had launched its Fidelidade FFP in 
1993. In June 2009, TAM created Multiplus, as a broad extension of 
Fidelidade. Where Fidelidade mainly catered for high-frequency business 
travelers, Multiplus was set up as a coalition program for a wider base, 
serving the role of core loyalty offering for a number of anchor partners. 
A key component of Multiplus’ strategy was the conversion of loyalty 
points from other loyalty programs into Multiplus. Conversion provides 
other companies redemption alternatives that are attractive and help to 
drive the success of the program. Credit card issuers (banks) accounted 
for more than 75 percent of Multiplus’ gross billing, and TAM accounted 
for another approximately 20 percent, while a small portion was received 
from other retailers. Besides the core TAM component, Multiplus’ retail 
offering was anchored on three key redemption partners in Brazil, namely 
Wal-Mart, Ipiranga (chain of gas stations) and Livraria Cultura (chain of 
bookstores). Multiplus had 19 card partners (including four of the five 
largest banks in Brazil) all offering conversion. Multiplus’ business model 
was similar to any other standalone FFP, and had three core drivers of 
revenues: spread, interest income and breakage. Multiplus generated rev- 
enues by the selling of points to partners (including TAM), which dis- 
tribute miles to clients in exchange for using their products or service. 
‘The spread is accrued because revenues from points sold to partners are 
higher, on average, than the cost of points spent to purchase awards from 
partners. Interest income stems froma positive float, as Multiplus receives 
cash from the sale of points in about one month. ‘The average time elapsed 
between the sale of a point and the cost of awards was 24 months. Finally, 
breakage is derived from the expiration of unused points, 24 months after 
they are transferred to a Multiplus account. At the time of the IPO, 27 
percent of all points sold expired without being redeemed for an award, 
meaning that no direct cost will ever be incurred on those points. 

On December 10, 2009, Multiplus signed an Operating Agreement 
with TAM Airlines that established the terms and conditions governing 
the relationship between the two companies beginning January 1, 2010, 
the date on which Multiplus took over the management, administration 


and operation of the TAM FFP. The agreement with TAM was valid for 
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15 years and subject to automatic renewals of five years, unless providing 
written notice to the other party with a minimum of 120 days in advance 
(termination is possible anytime without cause/penalties by providing 
written notice with a minimum of 12 months). The agreement prevented 
TAM from participating in other coalition program while preventing 
Multiplus from offering airline tickets from other airline players except 
from Star Alliance members. TAM was able to change the number of 
miles awarded per flight as well as the conditions for redemptions with- 
out Multiplus’ consent. Based on a contract from December 2009, which 
was valid for five years (without automatic renewal), TAM had to pay a 
fixed price for each 1000 points at Multiplus. Multiplus had to pay a 
fixed amount for the products/services acquired from TAM due to points 
redemption with a 15 percent discount. TAM made available services 
such as HR, IT, auditing, etcetera. Multiplus and TAM Linhas Aéreas 
were not required to purchase a minimum or maximum amount of 
points/tickets from each other. Under the terms of the Operating 
Agreement, TAM Airlines agreed to assume, for a period of up to 30 
months beginning January 1, 2010, responsibility for covering the costs 
of the awards related to the points accumulated under the TAM FFP 
through December 31, 2009. As a result, Multiplus’ income statement 
recognized only the revenues and costs/expenses corresponding to the 
points redeemed that have been accumulated at Multiplus beginning 
January 1, 2010. Under the Operating Agreement, Multiplus was respon- 
sible, among other things, for processing information regarding the accu- 
mulation and redemption of points under the TAM FFP and for the 
delivery of the awards to the members, according to the regulations of the 
TAM FFP and the regulations of Multiplus. For these services, Multiplus 
received BRL 270,000 per month. Figure 8.2 shows the balance of trade 
between TAM and Multiplus. TAM is the net recipient of funds from 
Multiplus based on the volume and make-up of redemptions, which pre- 
dominantly take place at TAM. 

After positive reactions by investors to the June formation of Multiplus, 
in January 2010, TAM announced its intention to sell a 25 percent stake 
in Multiplus via an IPO priced between BRL 18.00—BRL 24.00. 
Multiplus began trading on the BM&F Bovespa, a stock exchange located 
in Sao Paulo, on February 5, 2010. Multiplus and TAM both traded 
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Fig. 8.2 Balance of trade between Multiplus and TAM 
Source: Multiplus Data sheet 2017 


positively post spinoff. It was the first frequent flyer based loyalty pro- 
gram IPO since Aeroplan in June 2005. The Multiplus IPO was priced at 
BRL 16.00 (7.8x EV/F2010E EBITDA), below the initial range of BRL 
18.00 (8.9x)—BRL 24.00 (11.8x). Many investors were attracted by 
Brazil’s faster growth prospects, given the relatively early stage of the 
Brazilian market versus developed countries. In excess of 94 percent of 
the net proceeds from the Multiplus IPO was used for the purchase and 
prepayment of the equivalent of 30-months seat inventory from TAM 
totaling BRL 622 million. Following the IPO, TAM remained the con- 
trolling shareholder of Multiplus with 72.74 percent of total capital. As 
mentioned earlier, at the time of the IPO, Multiplus had a breakage rate 
of 27 percent. A reduction in breakage was one of the risks identified by 
the market. Other risks identified included deterioration in Multiplus’ 
relationship with its controlling shareholder, TAM, which was also its 
main commercial partner; competition from banks’ and other loyalty 
programs; and a possible inability to sustain margins due to a delicate 
balance that involves flight-ticket prices, foreign exchange and the 


redemption mix (Fig. 8.3). 
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Fig. 8.3 Multiplus share price (in BRL) on the BOVESPA 
Source: Yahoo Finance 


Post-IPO, Multiplus strategy for margin sustainability was focused on 
two main tactics: lowering its dependence on banks and diversifying its 
award mix. The company steered to achieve these goals through the 
expansion of its partnership network, further broadening the award 
options while offering additional accrual opportunities to members. ‘The 
company’s revenue growth was based on Brazil’s fast-expanding volume 
of credit card transactions, the increasing sophistication of credit cards, 
and an eventual increase in Multiplus’ share of bank-granted points. 
However, Multiplus also experienced some push back over the years. Itau 
Bank, with an estimated 20 percent contribution to total revenues, 
announced that as of March Ist 2013 clients would have to accumulate 
1.25 points to convert to one mile, versus the previous 1:1 exchange; and, 
Itau would offer its customers conversion to air fares with all airlines, 
without restriction on date or on seat. Multiplus’ operating environment 
changed significantly over the course of the last years, given further pres- 
sure from banks, which are revising their credit card benefits in order to 
control costs, and higher competition from other programs. It also wit- 
nessed increasing competition on the investor front, with GOL announc- 
ing the IPO of its FFP Smiles on December 21, 2012. Approximately 


USD 1080 million of value, or 72 percent of Gol’s pre-announcement 
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market capitalization, was created through the separation of Smiles. 
Smiles priced at 13.6x P/2014 earnings and 7.9x EV/2014EBITDA. The 
market reaction to the Smiles IPO was positive, and some investors pre- 
ferred Smiles based on what they perceived as a superior growth potential 
and margin profile. In addition, Smiles is seen as having more advanta- 
geous terms in agreements with its parent airline company, compared to 
the agreements between Multiplus and TAM (now LATAM). At the end 
of the day, the spinoff of Multiplus allowed TAM not only to realize sig- 
nificant capital generation, but also the formation of an asset that 
continues to create accretive value for TAM. TAM remains firmly in con- 
trol, with a majority of the shares being held by the airline. Multiplus 
continues to evolve as a broad-based loyalty company, offering innovative 
services to members and partners. 


Notes 


1. The actual correct term is an equity carve-out as a type of divestiture that 
involves the partial sale of equity interest in a subsidiary to outsiders. In 
the industry however, this event is commonly referred to as a spinoff. 

2. The Qualiflyer Group was founded in 1998 by Swissair. Initially the 
Group consisted of the initial members of the Qualiflyer frequent flyer 
program: Swissair, Crossair, Austrian and Sabena, TAP, AOM, Turkish 
Airlines (THY at the time) and Air Littoral. 

3. EV/EBITDA (Enterprise Value/Earnings Before Interest, Tax, 
Depreciation and Amortization) is a valuation multiple used in the finance 
industry to measure the value of a company. 

4. Increasing breakage would result in increased profitability as well but 
would ultimately lead to member disengagement, resulting in member and 
partner attrition. Float (interest) is a significantly smaller component. 

5. In 2004, Air Canada emerged from bankruptcy protection (known in 
Canada as CCAA or the Companies’ Creditors Arrangement Act), in part 
due to support from Cerberus Capital Management, a New York invest- 
ment fund. 

6. The analysts assumed a 20 percent profit margin and a 15x EV/EBITDA 
multiple, which generated valuations of around GBP 1.0 bn for BA Executive 
Club and EUR 2.4-2.8 bn for the AF-KLM and Lufthansa equivalents at 
the time (July, 2007). 
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Future of the Frequent Flyer Program 


Frequent flyer programs (FFPs) have stood the test of time. Since their 
launch, they have undergone significant change, and managed to rein- 
vent themselves through a number of inflection points. Previous chapters 
investigated current trends that can be observed in the marketplace. But 
how are the programs placed for the longer-term future? Will the same 
foundations that helped the programs grow and prosper still hold in the 
future? Or do the programs need to find other ways to grow, and if so, 
what are possible growth areas? ‘This chapter will look at how the pro- 
grams are placed for future growth, and will identify some of the major 
forces at work that will help shape the future in different ways. Firstly, 
future growth potential areas will be identified. As programs are begin- 
ning to reach saturation levels in certain markets, new initiatives and 
commercial models are needed to drive growth. Secondly, it will look at 
some of the challenges FFPs will need to overcome in order to secure suc- 
cess in the future. To illustrate the range of possibilities that lie ahead, a 
number of futuristic scenarios will be played out, by taking a certain 
dimension to the extreme to see how the FFP is affected. Lastly, it will 
explore how the other constituents are facing the future, including the 
airlines and partners in the loyalty ecosystem. 
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Room for Growth 


The sky is not the limit for many FFPs as they have gone beyond their 
traditional realm of airlines, both on the earn side as well as on the 
redemption side. But how much further can programs grow, and what 
are the natural limitations to growth? 

In reality, different FFPs will face different growth prospects based on 
their current situation. Figure 9.1 shows the five basic growth opportu- 
nities that FFPs face. To structure the discussion, growth is depicted here 
as a function of two key dimensions, namely membership growth and 
partnerships range. The first dimension is membership growth. 


Consumer Focus 


FFP members -low FFP members-high Non-members 
penetration saturation 


d All around ranner 
= erowith enabled 
7 growth 
S g 
O e Growth b O 
= g í Qualitative 
5 D program na 
5 3 recalibration 6 
= S 


Non-traditional 
partners 





Fig. 9.1 Five strategies for FFP future growth 
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The number of new members a program is acquiring is a key driver of 
growth. In simple terms, there are two scenarios for membership matu- 
rity that are represented on the horizontal axis. On the vertical axis, the 
partnership range is represented—again in two different stages. 
Together, the variables on the axis representing members and partners 
yield four different scenarios, with an additional scenario shown to 
illustrate what happens if the program is to pursue the proverbial out- 
of-the-box growth. The first scenario, titled all-around growth, is rep- 
resentative for a lot of FFPs in emerging markets in South America, 
Asia and Africa. A telling example is the FFP of Air India which 
counted only 1.5 million members as of 2014 in a country with more 
than 1.3 billion inhabitants. In most markets outside North America 
and Europe, air travel continues to grow, and so does penetration of 
FFP memberships. In terms of potential growth, there is still a lot of 
headroom. IATA projections suggest that once real GDP per capita 
reached USD 15,000—-USD 20,000 the number of trips by air per 
head of population levels out (IATA 2011) which means there is ample 
room for organic growth. Penetration levels are still low, providing a 
sizeable opportunity for program growth. In addition, in a number of 
these markets particularly in Asia, air travel is projected to grow sub- 
stantially in the coming decades, providing a great engine for program 
growth. The partnership set-up in this category is still limited, offering 
substantial headroom in terms of the quality and quantity of partner- 
ships. In markets where program membership levels are starting to 
reach saturation levels, programs can no longer rely on pouring new 
members into the funnel to drive growth. The second scenario for 
growth therefore depends on finding and activating new partnerships. 
The opportunity lies in getting more accrual activities from that same 
base of members by offering more and attractive partnerships. Some 
traditional programs, with a strong focus on high frequency and pre- 
mium cabin travelers will find that adding new partners will increase 
the earn activity amongst members. For some programs, new partners 
may also attract new members, thereby shifting away from the natural 
saturation point. Berry (2014) explains how a program’s value can be 
extended by shifting towards a multi-partner business model. The 
transformation from frequent flyer program to shopper flyer program 
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(SFP) offers a number of distinct advantages, including a larger shared 
customer database, improved cost management, and ultimately broader 
value for members. In the third scenario, the FFP has achieved a rela- 
tively mature set of partners, but fails to attract new members into the 
program. This scenario can unfold when the core structure of the pro- 
gram does not cater for the newer customer segments. Think for exam- 
ple of programs that have very high redemption thresholds, making it 
difficult for non-frequent travelers, or low miles earners, to reach an 
award level. Another impediment could be a particularly punitive 
expiry policy that removes miles after a fixed window. By making stra- 
tegic changes to the program’s structure, this type of programs can real- 
ize growth by turning the program into a more attractive value 
proposition for new members. The fourth category is where we can 
find the most sophisticated programs today. ‘They are reaching natural 
membership saturation levels, plus they have developed an attractive, 
and effective portfolio of partners. The only way to grow for this type 
of program is by getting more from the same members, which will 
require very precise marketing efforts to maximize the share of wallet 
from the existing member. Then finally, some programs are starting to 
look at going beyond the traditional boundaries. 

The fifth box describes the so-called break-out growth, as it breaks out 
from the molds of the traditional FFP model. Here, the FFP is growing 
by engaging with an entirely new set of consumers or partners, leveraging 
the cumulative experience built-up over years of managing and optimiz- 
ing the FFP. Qantas Frequent Flyer for example launched a new digital 
marketing business, called Red Planet in 2015. Red Planet provides inte- 
grated media, analytics, and research services, through directly and indi- 
rectly targeting customers, leveraging the unique strengths of Qantas 
Loyalty (Grant 2015). In July 2015, Velocity, the FFP of Virgin Australia, 
acquired 100 percent of data and analytics company Torque Data. The 
acquisition has enabled Velocity to expand its data analytics capabilities 
and deliver more value to members and partners (Virgin Australia 2016). 
Airlines themselves are increasingly embracing new start-up concepts as 
well. IAG for example is investing in two start-ups, namely Esplorio and 
Vchain, which were conceived as part of its accelerator program, called 
Hangar 51. Both initiatives receive funding from IAG's multimillion 
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pound investment fund for digital transformation (International Airlines 
Group 2017). Similarly, JetBlue Technology Ventures incubates, invests 
in and partners with early stage startups at the intersection of technology, 
travel and hospitality. According to JetBlue, this entity is the first U.S. 
airline-backed venture capital subsidiary, and sees predictive analytics as 
key to the future of travel. In 2016, it selected Silicon Valley-based travel 
and data science company, FLYR, as its first investment (JetBlue 2016). 
In 2000, Lufthansa’s original involvement in Payback, a general con- 
sumer loyalty program, had broken new ground, with the company seek- 
ing cross-selling opportunities between general consumers and flyers. The 
Payback programme debuted in March 2000, and enrolled one million 
customers within a month from the launch, making Payback the leader 
in the German market (Payback n.d.). But by 2005, Lufthansa subsidiary 
Lufthansa Commercial Holding decided to sell its 52.6 percent stake in 
Loyalty Partner, the company running Payback, to venture capital firm 
Palamon Commercial Holding making a book profit of EUR 100 mil- 
lion (Crisp 2005).’ 


Identifying Headwinds and Overcoming 
Hurdles 


As mentioned in the introduction, FFPs by now have stood the test of 
time. And whilst this provides a solid foundation for the future, it is in 
no way a guarantee for long and lasting success. FFPs not only operate 
in an increasingly competitive field, think for example of the programs 
offered by online travel agencies Orbitz, Priceline and Expedia, but also 
internal factors could possibly put the model at risk. Some observers 
identified possible customer defection resulting from the shift to reve- 
nue-based models, potentially disenfranchising a significant part of the 
member base. Up until now, the success of the FFP in creating customer 
loyalty and drive share of wallet to the airline has been built on a foun- 
dation of three main pillars: an attractive overall value proposition, a 
viable and equitable commercial model, and a conducive operating and 
regulatory environment. To frame the discussion, it is worthwhile to 
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start by looking at the core foundation of the success of FFPs. In the 
following sections, we will discuss the potential headwinds and hurdles 
for each area. 

Starting with the core value proposition, it is clear that much of the 
success and appeal of FFPs is down to the attractiveness of its awards. Not 
only is travel for many the ultimate experiential award, it also represents 
an effective combination of high perceived value for the member and low 
actual cost for the program operator. In assessing the future viability of 
the model there are two main questions that need to be addressed. Firstly, 
are there any forces or factors that will erode or undermine the ongoing 
attractiveness of the FFP model? And secondly, will any of the competi- 
tors in the travel loyalty ecosystem be in a position to match the levels of 
attractiveness offered by the FFP? Many of the reasons why the FFP has 
been able to carve out this niche will continue to stand in the future. For 
it is up to the airline to decide where to allocate its inventory, other con- 
tenders in the market are unlikely to gain access to the best (most valu- 
able) award seats. At the same time, rising load factors are putting some 
pressure on seat availability even within the internal airline-FFP system. 
But with more equitable award allocation and compensation agreements 
in place, enabled by formidable revenues generated from selling miles to 
partners, FFPs will likely continue to have a sufficient supply of high 
perceived value awards. Another key proprietary advantage to the airlines 
and FFPs is the monopoly on elite tiering. No other competitor can 
match the depth of the elite tiers, ensuring that the customer segment 
that is drawn to these programs will likely remain engaged with the FFP, 
and not defect to competing programs. It is up to the airline to decide 
how and if it wants to provide access to external partners to elite tier ben- 
efits. It also worth noting that FFPs have an inherent interest in main- 
taining an attractive proposition, as this will drive customer engagement 
and therefore the attractiveness of the currency to partners. Perhaps ironi- 
cally, the biggest threat to maintaining the integrity of the FFPs lies 
within the FFPs themselves. Short-term decisions driven by profit maxi- 
mization could have a detrimental effect on the long-term viability of the 
model. Fortunately, what history tells us is that most programs realize 
that short-cuts to boost program profitability, eroding the customer value 
proposition, are not a viable way to manage the business. Some observers 
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may object and raise the point of award chart calibrations (resulting in 
miles inflation), and the earlier mentioned shifts to value-based accrual. 
Moving on to the second pillar of success of FFPs, there is the viable 
and equitable commercial model that underpins the financial perfor- 
mance of the programs. Put in simple terms, the ongoing success of FFPs 
is contingent on its ability to sell miles to partners (to generate third party 
revenues). Clearly this is a function of maintaining a sufficiently attrac- 
tive customer value proposition (which was addressed in the previous 
paragraph) as well as the ability of partners to pay for the miles. Given the 
composition of the typical partner base, it is clear that co-branded credit 
card play a significant role in this context. As identified in Chap. 5, inter- 
change (a per-transaction fee charged by issuers to acquirers of card pay- 
ments and passed through to merchants in a transaction discount fee) is 
used by co-branded credit card issuers to finance the loyalty currency. 
Interchange has been facing significant scrutiny from regulators. As early 
as 2003, the Reserve Bank of Australia mandated three credit card net- 
works to set interchange fees based on the cost-based benchmark, which 
excludes the costs of providing awards. As a result, interchange fees have 
been lowered substantially and the value of reward points has also been 
greatly reduced in Australia (Ching and Hayashi 2010). Furthermore, 
they stated that it would be likely that card issuers would reduce the value 
of reward points dramatically if interchange fees would be based on cost 
that excluded the awards cost component. In 2010, Rochet and Wright 
noted that over the course of a number of years, more than fifty lawsuits 
concerning interchange fees were filed by merchants and merchant asso- 
ciations against card networks in the United States alone. Outside the 
US, in about twenty countries, public authorities took regulatory actions 
related to interchange fees. It is clear that regulatory pressure on inter- 
change can have a real impact on FFPs. Banchik (2013) outlined that 
airline co-brands in particular are at risk with regards to interchange for 
two principal reasons. Firstly, over 90 percent of airline compensation is 
calculated based on interchange in the form of basis points on spend. 
Secondly, many co-brand credit card agreements contain clauses that call 
for parties to renegotiate in the event of a material interchange decrease. 
At the same time, Banchik also outlines some possible mitigation strate- 
gies, like the inclusion of status miles to offset earning dilution, and the 
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migration to other commercial products that remain unregulated. It is up 
to the airlines and the co-brand card issuers to find new ways to maintain 
the integrity of the customer value proposition. Australia for example, 
where interchange was halved in 2003, is still home to two of the most 
profitable standalone FFPs today, namely Qantas Frequent Flyer and 
Virgin Australia’s Velocity. In this context it is interesting to note that 
Qantas announced in 2017 that it is working on the launch of a white 
label credit card in partnership with Citi and Mastercard. Issuing a white 
label credit card will allow Qantas to own the customer value proposi- 
tion, as well as share in the card economics beyond the sale of points 
(Grant 2017). Whilst interchange clearly may have a disruptive influence 
on the model, there are other factors that could influence the commercial 
model too. For programs operating in home markets that are still pre- 
dominantly using cash instead of credit and debit cards, alternative mod- 
els must be developed to fill the traditional role played by co-branded 
credit cards. 

The third enabler of success is the future regulatory environment of the 
FFP. As mentioned in earlier chapters, in a number of jurisdictions 
around the world, regulators have looked at FFPs through different 
lenses. Possible taxation of benefits derived from the FFP in most markets 
remains unlikely to come back on the agenda, let alone lead to new and 
restrictive tax regulation. Similarly, at this point it is also unlikely for 
competition authorities to take a more proactive, and restrictive, stance 
on FFPs. One area that could however impact FFPs is data privacy and 
protection. Government watchdogs governing data privacy and protec- 
tion may take a more authoritative approach, which could impact the 
FFP business. In the United States, where programs to some extend are 
shielded by the Airline Deregulation Act (prohibiting interference on a 
state level), in the scenario of true separation, FFPs may find they are 
more exposed to lawsuits from plaintiffs. Along the same lines, consumer 
watchdogs may pursue what they consider as unfair practices, which 
could ultimately lead to legislation restricting the programs’ ability to 
autonomously run their business. In 2016, following the public backlash 
over a decision by LoyaltyOne, owner and operator of the Air Miles pro- 
gram in Canada, to date stamp the miles, a bill was put forward by a 
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member of the provincial parliament in Ontario. The bill proposed that 
“a consumer agreement under which awards points are provided shall not 
allow for the expiry of awards points” (Krashinsky Robertson 2016). 
Similar legislation has been put forward in other jurisdictions. In Brazil 
for example, a bill was put forward in 2012 (BILL PL 4015/2012) pro- 
viding a non-expiration rule for loyalty programs owned by banks, and 
prescribing expiry of no less than 24 months for other operators. ‘The bill 
also included a paragraph that would forbid banks from establishing 
minimum amounts of points to be transferred to other loyalty 
programs. 


Future of the Airline Industry 


Although the three pillars of the FFP’s foundation (value proposition, 
commercial model and regulatory environment) are key ingredients for 
its ongoing success, ultimately the goal of the FFP is to support the air- 
line in realizing share of wallet and maximizing passenger revenue per 
available seat mile (PRASM), either directly or indirectly. Remember that 
programs were first and foremost launched as competitive tools to com- 
pete in a hypercompetitive environment. As discussed in Chap. 1, the 
high level of competition is driven by a number of typical characteristics 
of the airline industry (like the perishable nature of the product, relatively 
limited ability for differentiation, high sunk costs per aircraft in combi- 
nation with low marginal costs per passenger etcetera). Given that those 
underlying drivers of the intense rivalry are unlikely to dramatically 
change in the foreseeable future, the role of the FFP as a competitive tool 
will remain relevant in today’s competitive environment. In that context, 
it is worthwhile to consider what factors on the airline side could impact 
the role, or relevance, of the FFP. 

When discussing the future of ‘the airline industry’ obviously this 
covers a lot of ground. In order to structure the review, let us start by 
looking at core components of the travel experience: airplanes, airports, 
and the on-board environment. Starting with the actual airplane, look- 
ing ahead ten to fifteen years, it is likely that airlines will still be flying 
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some of the airplane types that they operate today. Between 1981, when 
the first FFP was launched, and 2017 Airbus delivered over 7000 aircraft 
of its A320 series. Although Airbus made some changes to the aircraft 
including wingtip fences, and increased fuel capacity for the A320-200 
series, the aircraft is fundamentally the same as 25 years ago. Clearly, 
new and better models are being introduced, but they tend to bring 
marginal improvements of the existing model instead of real game 
changers. Perhaps the most significant recent revolution has been the 
introduction of the Airbus A350 and the Boeing 787 series, allowing 
airlines to serve longer, and thinner routes profitably because of increased 
fuel economics and flying performance. Similarly, in terms of the on- 
board experience, there have been changes but most are building on 
existing concepts, tweaking the existing functionality. In recent years, 
the introduction and proliferation of premium economy products could 
arguably be earmarked as the most significant innovation—but in many 
ways this is building on existing concepts again. Other changes, like the 
installation of a new wave of business class seats, better in-flight enter- 
tainment (IFE), increased seat density (some carriers for example are 
moving to ten seats abreast on a Boeing 777 aircraft) all represent incre- 
mental changes to an existing product. Arguably, one area that only just 
started to realize its full potential is WiFi connectivity on-board. The 
third and last core component is the airport experience. A similar pat- 
tern is emerging here as well—changes and innovations are taking place, 
but mostly represent fine-tuning of the existing experience, mostly in a 
mix of either achieving better cost efficiencies (for example through self- 
service check-in and baggage labeling), to a more streamlined experi- 
ence—think for example of better set-ups for security screening. In this 
context it is interesting to note that airports are increasingly launching 
loyalty programs as well. Research by Wittmer and Maurer (2015) found 
that attributes related to travel efficiency such as fast track at security 
and priority check-in, but also discounts in shops and restaurants and 
for parking and free Wi-Fi are most important. 

So if airlines are going to fly the same aircraft, use the same airports, 
and offer the same service on—board, where is the change going to 
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happen? Perhaps not surprisingly, for an industry that is bound by tradi- 
tional limitations of some of the key building blocks, change is occurring 
on the periphery. In his 2016 book “Designing Future-Oriented Airline 
Businesses’, Taneja identified four areas of rapid change. Firstly, he notes 
the shift in consumer behavior and expectations. With consumers being 
increasingly connected, and with greater access to data and supporting 
applications, the expectations are increasing. Secondly, he describes how 
competition continues to increase—not only amongst traditional play- 
ers, but also increasingly so from new generation airlines. Thirdly, he 
describes how disruptive technology is making an impact on the industry, 
touching everything from distribution strategies to new revenue manage- 
ment approaches. Lastly, he raises the point of new intermediaries like 
Google and Facebook, who combine unsurpassed data with the most 
sophisticated data analytical skills. The following section reviews how 
each of the four areas identified may impact the role of the FFP. 

With consumers being ‘always on’, through hyper-connectivity, it is 
evident that expectations around relevancy and easiness to interact will 
rise across the board. With so many other competing interests, FFPs will 
have to raise their game. At the same time, this could represent an oppor- 
tunity for the FFP as consumers are increasingly willing to engage in an 
equitable relationship. For those who manage to crack the code, consum- 
ers may give them access to their time and data, offering a valuable plat- 
form for two-way interactions. The second area, increased competition in 
the airline space from existing and new competitors, clearly fits the raison 
d'être of FFPs. Airlines will continue to use the FFP as a competitive tool. 
But with sophistication increasing across the board, FFPs will also face an 
increasingly competitive playing field, with multiple contenders vying for 
attractive customer segments. One potential consequence of this is that 
we may see more segment specific programs, catering for the specific 
needs and values of a defined customer segment. Thirdly, disruptive tech- 
nologies will make a huge impact on the FFP. At the same time, it also 
represents a formidable opportunity for FFPs to embrace the new tech- 
nologies to their benefit. 
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The FFP as a Digital Intermediary 


In certain ways, the FFP resembles some of the most successful digital dis- 
ruptors like Airbnb and Uber. In putting data (information) at the center of 
every aspect of the FFP business model, one could argue that they follow 
the same path as some of the most successful digital disruptors. The FFP is 
highly scalable, with its main operating platform today sitting in a cloud 
environment. The FFP facilitates an exchange between members and award 
providers, matching preferences with selected awards using data insights 
from the member database and partner sources. They operate mainly 
online—EuroBonus, the FFP of Scandinavian Airlines, for example sells 80 
percent of its redemptions through the online channel (Scandinavian 
Airlines 2012). The FFP business is able to form a 360-degree view of the 
customer based on the extensive transactional data, and rich behavioral 
information. By funneling the wide range of data into their data hub, and 
using sophisticated analytics, FFPs are able to offer highly targeted and rel- 
evant offers to members. FFPs do not hold any physical stock themselves, 
and sell a suite of targeted products mainly through digital channels, 
including online and mobile. It makes extensive use of big data and predic- 
tive analytics, to shape, measure and optimize the customer value 
proposition. 


Predicting the Future for Frequent Flyer 
Programs: Crystal Ball Scenarios 


Clearly no one can predict the future with any reasonable degree of cer- 
tainty, but playing out some of the scenarios by extrapolating what we see 
today can provide some insight into where we may be heading. Below are 
four possible future scenarios for the FFP, based on observations from 
today’s environment. 


e Scenario 1: The end of distressed inventory—Airlines are investing 
in better revenue management capabilities. Together with better data, 
supported by stronger analytical and networking capabilities, dis- 
tressed inventory could become a thing of the past. Some observers 
believe intermediaries like Google or Facebook could play a pivotal 
role in this context. Armed with ever more accurate customer insights, 
these giants could effectively predict the exact demand for air travel, 
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and buy wholesale seats from airlines, to re-market these seats at a 
margin to their own users. Whether through integrators or done 
directly by the airlines themselves, this inverse type of revenue man- 
agement where the supply is built exactly to match demand will have 
a profound impact on FFPs. Already today, the FFPs can no longer 
rely on distressed inventory as the earlier versions of the programs did 
as load factors have steadily climbed over the years. It is likely that with 
better data analytical capabilities, combined with leaner airline opera- 
tions, that trend will persist. As a result, the FFP will have to compete 
with other contenders for seats. But by that time, the analysis will also 
reveal that sacrificing short-term yield to drive a stronger member 
value proposition will pay off in the future. In other words, the FFP 
will be positioned as a loss leader, sacrificing some part of the revenues 
in order to capture a bigger margin down the road. 

Scenario 2: The rise of the super-informed consumer—As the air- 
lines get access to better information, using stronger analytical tools, 
the same will go for consumers. With instant, relevant and complete 
information at their fingertips, consumers will be more enabled to 
make decisions around options that are being put in front of them. 
Today already, consumers have access to wide, but dispersed variety of 
tools that help them make decisions related to the travel journey. Think 
for example of fare watches predicting whether fares will go up or down, 
award availability monitoring tools that help keep track of award seats 
being made available, myriad kinds of alerts for special fares and offers, 
but also optimizing tools in relation to earning of miles. Consumers 
will have access to the same machine learning and predictive analytics 
through customer friendly interfaces. Expedia recently embedded a 
product offered by a company called 30k, displaying the number of 
miles a particularly itinerary would yield using a selected FFP. As these 
tools will become more integrated and user-friendly, consumers will be 
armed with real-time and complete information helping them to make 
an optimal and informed decision. What it means for the FFP is that 
the bar is raised across the board, fueling the need for better and more 
relevant messages and customer value propositions. Customers will not 
accept suboptimal propositions, and will be in a position to always find 


the best deal, or the greatest payback. 
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° Scenario 3: Extreme fungibility of loyalty currencies—The third 
scenario is a world in which loyalty currencies become completely fun- 
gible, meaning that as a result of connectivity and partnerships, you 
can convert any one currency into any other currency. To some extent, 
we see some of that already today. Credit card points can be converted 
to hotel points, hotel points can be converted to frequent flyer miles 
and so forth. Some predict an increasingly important role for loyalty 
currency marketplaces where members can freely exchange currencies, 
akin to the exchange of foreign currencies. Under this scenario, we 
may see the rise and fall of certain currencies, and the start of a whole 
new world of currency trading. Program operators will have to con- 
sider the trade-offs of participating in such a new and open world, and 
make careful decisions on how to engage. A number of industry 
observers are pointing to blockchain technology as the disruptive force 
that will enable this increased fungibility and many other changes. 

° Scenario 4: The end of ownership restrictions—Foreign ownership 
restrictions have forced airlines to look at alternatives in an effort to 
gain the economies offered by a more integrated and coordinated busi- 
ness model. Some observers predict a scenario where these types of 
ownership restrictions will be lifted, paving the way for airlines to 
become truly global carriers. The effect of this globalization of airlines 
on FFPs could manifest itself in various ways. Certainly under this 
scenario, it would be more likely to see a form of super-program span- 
ning the globe, serving all markets. Yet at the same time, some level of 
localization may be required. In this context, it is telling how Etihad, 
despite its controlling interests in a multitude of programs, has not 
pursued a strategy of amalgamation of those programs. The more rel- 
evant question arguably is whether the airline industry would indeed 
be able to mimic the success of other global players, or whether subtle 
and not so subtle differences in commercial and operating conditions 
present some unique limitations. 


Nobody can predict the future—but what is clear is that change is 
coming to the airline industry. In a disruptive and uncertain future for 
airlines, FFPs can continue to play a key role, and perhaps even bigger 
role than today. Some observers believe that the future of travel will be 
built around predictive analytics. Predictive analytics that will not only 
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reshape the airline side of the industry as we know it today, but that will 
also offer a very different customer experience. Against this backdrop, the 
FFP can continue to play an important role. The FFP is uniquely posi- 
tioned to leverage the rich data it can procure from its partner ecosystem. 
‘The variety in the nature of the data (for example transactional, financial, 
socio-demographic data) gives an edge to the FFP over other data con- 
solidators. What is interesting to note, is that some programs have started 
infusing data insights into the traditional realm of revenue management, 
to produce better decisions around availability and optimization chal- 
lenges. Facing an increasing scarcity of award seats, programs were forced 
to come up with a better approach on deciding on availability. In some of 
today's more advanced FFPs, the tier level and individual member (life- 
time) value have become key factors in deciding how to allocate the best 
award inventory. Here the FFP may have leapfrogged traditional revenue 
management approaches, that are based on framing the availability deci- 
sion as a binary question (the particular RBD is available or not). Even in 
the case of the most sophisticated origin and destination bid-pricing sys- 
tems, individual customer value or preferences continue to be ignored. 
The traditional revenue management approaches reflect the airlines’ old 
tendency to build products for scale—reflecting both a desire to achieve 
lower unit cost as well as an inherent drive to capture market share. 

The FFP was derived as a competitive tool following two waves of 
deregulation in the US and Europe. At the end the day, the airline indus- 
try is set to remain highly competitive. It will also remain an industry, 
where innovations to the core products (think for example of new lie-flat 
seats, better [FE systems, on-demand dining, WiFi connectivity, premium 
economy seats, and LCC subsidiaries), have a short lead-time as competi- 
tors can typically copy or procure the same product from outside vendors. 
Therefore, airlines will need to continue to search for sustainable competi- 
tive advantages. Ihe FFP can play a key role learning insights, as well as 
executing on them in a meaningful way, ultimately creating an ongoing 
funnel of successive, mini-competitive advantages with individual cus- 
tomers. And although the future may hold many uncertainties, there are 
some things we can count on. Firstly, people will continue to love to travel, 
and seek travel as a form of award redemption. We also know that travel 
in markets like Asia and Africa is set for tremendous growth opportunities. 
Loyalty programs are starting but to scratch the surface there. Based on 
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past trends it can be observed that the demand for air transport services 
increases much faster than demand for most other goods and services in 
the world economy. According to IATA (2013), the air travel demand, 
measured by Revenue Passenger Kilometers flown (RPKs) has risen 
10-fold since 1970, compared to a 3-4-fold expansion of the world econ- 
omy. Finally, if the future of travel is really linked to predictive analytics in 
all its forms and applications, then the FFP is well placed. With its com- 
bination of awards and built-up capabilities, the FFP has the tools and 
assets to create the deepest digital relationships, and use that relationship 
to create value for all involved stakeholders. Following the broader appeal 
of FFPs, they no longer just represent a niche subsection of the airline’s 
customers. With penetration rates as high as 50 percent or more, the FFP 
can provide access to and deep insights about a significant portion of the 
customers, mostly punching far above its weight when it comes to revenue 
contribution. The FFP has potentially access to more, and better-quality 
data from a greater variety of sources than any other contender in the 
value chain. It will be critical for the FFP to continue to hold the keys to 
the most desirable award category: high-value travel redemptions. 


Note 


1. In 2011 Palamon Capital Partners sold its stake in Loyalty Partner to 
American Express, at a total enterprise value of approximately EUR 500 
(Palamon Capital Partners n.d.). 
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10 


Conclusion 


In this final chapter, we will draw the key conclusions based on the 
extensive review of frequent flyer programs (FFPs) in preceding chapters. 
We will also take stock of what remains unknown, and lastly, build a case 
for enhanced focus and attention for FFPs. 


Key Conclusions 


From its humble beginnings, the FFP has evolved into an indispensable 
part of the airline industry. The preceding chapters offer an extensive 
review of the past, present and future of the FFP. In summarizing the 
available materials, we can distill five key conclusions. 

FFPs are relevant today and will remain relevant in the future—For 
now and the foreseeable future, FFPs will continue to play an important 
role in the airline industry. The ongoing relevancy of the programs is 
anchored on three core tenets, namely the share of revenue passenger 
miles (RPMs) contributed by members of the program, the share of 
RPMs consumed in the form of awards, and lastly the financial contribu- 
tion that is made by the program in the form of proceeds from the sale of 
miles to external partners. For each of those dimensions, the FFP makes 
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a very significant contribution, if not the largest. Today most carriers, 
including those in the LCC category, offer some form of loyalty product. 
At the end of the day, the highly attractive combination of low actual cost 
with high perceived value of awards can still fuel the appeal of the 
programs. 

FFPs are effective competitive tools—There is overwhelming evi- 
dence to support the notion that FFPs are effective competitive tools. 
Although the effectiveness varies greatly by member segment, both scien- 
tific research, as well as actual business results provide numerous proof- 
points. Both academic and practical data put emphasis on the role of the 
FFP as a defensive tool, rather than an acquisition tool. The concept of 
increased switching costs especially, and to a lesser extent the principal- 
agent theory, help to explain the effectiveness in this regard. The argu- 
ment that the FFP constitutes a barrier to entry for new competitors has 
lost some of its validity over time, as forming FFP alliances with estab- 
lished players has become commonplace. And many of the successful 
newcomers, especially in the LCC space, managed to achieve a scale that 
would warrant a proprietary program, leaving the incumbent to deal with 
incumbent issues and technology. We can also conclude from the review 
of both the scientific literature as well as examples from the actual busi- 
ness world, that the extent of the impact, and therefore their effective- 
ness, is directly tied to the type of member. The focus of the FFP as a 
defensive tool for sure has had an impact on the design of the programs. 
Many of the programs’ features are built to make members stick with the 
program, and increase share of wallet. Think for example of elite benefits, 
the ability to carry forward elite credits, and the proliferation of threshold 
awards. The realization that the FFP mainly serves defensive purposes has 
some consequences for the debate around FFP effectiveness. In the con- 
text around the effectiveness of loyalty programs in general, many observ- 
ers have pointed out that self-selection by members to enroll in the loyalty 
program is the primary driver of share of wallet differences between loy- 
alty program members and non-members. Assuming that the FFP pri- 
marily serves a defensive purpose, this may not be a bad thing. It does 
raise questions around a policy where members can only enroll by invita- 
tion, as EasyJet’s Flight Club is currently pursuing. Both from the litera- 
ture as well as the actual business world, it can be concluded that even in 
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a crowded market place with competing programs, FFPs can be used as 
an effective competitive tool as well as a formidable generator of revenues 
generated outside the airline. One could argue that those two factors are 
in fact linked. ‘The sale of miles outside the airline, tapping into third- 
party revenues, has enabled FFPs to be successful and profitable in a 
crowded market place, where every player offers a similar style of pro- 
gram. Rather than leveling the playing field, the FFP has increased the 
playing field, providing access to untapped revenues at yields that are 
ultimately accretive to the airline. 

FFPs have a proven ability to innovate—In many aspects, FFPs have 
witnessed a greater rate of change compared to the core airline business— 
and even compared to some other traditional businesses. In fact, the ori- 
gins of the first FFPs can be traced back to disruptive events in the 
regulatory and technological contexts in the late 1970s. The programs 
that we witness today bear little resemblance to their original counter- 
parts. And that is a good thing. The structural design of the original FFPs 
was unable to cater for the growth in the programs, as well as the chang- 
ing conditions offered in the airline environment. We also know that 
advanced marketing automation has quickly become a table stake capa- 
bility for FFPs. Using the rich pool of data available to them, FFPs are 
starting to deliver on the right message, right channel, and right sequence 
adage (and where the right context as a fourth dimension is quickly gain- 
ing prominence as well). On the accrual side, programs have seen a num- 
ber of material changes like the shift from a pure distance-based structure, 
to a combination of distance and fare class paid, and finally accrual struc- 
tures that are exclusively based on the dollar amount spent with the air- 
line. The other major change, was the shift from earning solely on the 
airline, to earning outside the airline. In many programs today, the major- 
ity of the miles are being earned on non-air partners. This shift had a 
profound effect on the programs as it not only made them more relevant 
for a wider target audience, it also provided the programs with the finan- 
cial means to secure their ongoing success. It funded the programs’ abil- 
ity to secure award seats beyond the distressed inventory level that was 
allocated to FFPs under the original model. At the same time, FFPs 
became more sophisticated in using the available supply of award seats, 
effectively matching seats with the individual customer value (something 
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which would set them on the path of using data insights to determine 
allocation). FFPs also embraced awards outside the traditional airline 
offering, both improving the customer value proposition, as well as driv- 
ing down the cost per mile redeemed. Many programs effectively increased 
the size of the pie, but also redistributed the pie differently, ensuring that 
high current and future value members would have access to the most 
desired awards. 

FFPs are able to cross traditional boundaries—In many ways, the 
FFP has been able to punch above its weight by forming partnerships 
outside the traditional airline setting. By using the carrot of air awards 
(offering large perceived value to members), FFPs successfully unlocked 
revenues outside the core setting. During later stages, FFPs commenced 
to optimize the external relationships further, by integrating data from 
partners into their core analytics, providing a better and more accurate 
view of the member, resulting in stronger marketing effectiveness. Data is 
increasingly being made available by partners, as they realize that interests 
are aligned when it comes to building an attractive and relevant customer 
proposition. It does put the onus on the FFP to generate tangible and 
incremental results for partners, something that the leading programs are 
increasingly able to demonstrate. New partnerships with other loyalty 
programs, such as the partnerships with hotel loyalty programs as we 
have witnessed in recent years, also support the notion of the industry’s 
ability to create cross-boundary partnerships. 

FFPs are intrinsically linked to the airline business but run a differ- 
ent business model—lIt will be crystal clear by now that the success of 
the FFP to a great extent is contingent on the access to high-value air 
awards. Only one partner can provide access to these awards and that is 
the airline. The FFP cannot survive without a steady, and attractive sup- 
ply of award seats. Yet at the same time, the business model of the FFP is 
distinctly different from that of the airline. The airline business is charac- 
terized by unpredictable earnings, whereas the FFP business presents a 
strong and consistent cash flow generation. In addition, loyalty programs 
are less cyclical compared to airlines—and sometimes even operate anti- 
cyclical. Although the current oil price and to some level, capacity disci- 
pline in the US, have helped to realize a strong performance in the last 
few years, airlines continue to struggle to deliver acceptable returns, with 
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many failing to generate positive ROIC-WACC spreads. FFPs operate in 
a lightly-regulated, straightforward business model, contrary to the air- 
line business which faces substantial operating complexity. FFPs are scal- 
able, and asset-light; unlike airlines that require significant capital 
investments. Lastly, the airline industry is very dependent on the price of 
fuel. Airlines continue to be exposed to swings in the price of oil, making 
significant impacts on their cost side. FFPs don’t share that same type of 
exposure to a single factor. The fundamental differences between the two 
business models help to explain why FFPs attract a different type of inves- 
tors, and perhaps even more importantly, why FFPs are more profitable 
and attract higher valuation multiples. 

In a final observation, it is interesting to note that the early criticism 
aimed at FFPs has subdued over time. Especially during the early years, a 
number of academics were noticeably opposed to FFPs, with some even 
calling for the complete abolishment of FFPs. Their arguments evolved 
around key themes of unfair competition, tax avoidance, and consumer 
rights. Fast-forward to today, the nature of the criticism has shifted, with 
the main points of contention being award availability and changes to 
programs terms and conditions. Loyalty programs have proliferated 
across other industries, and in many ways the FFP has been a sort of 
example for others to follow. Of course, criticism still exists for some 
subparts, for example interchange and expiry policies have been the sub- 
ject of increased scrutiny in many jurisdictions around the world. Others 
have raised the point that loyalty programs subsidize the users that con- 
sume the most, as consumers who consume less will not reach a meaning- 
ful points balance.’ Interestingly, it appears that the initial criticism 
around unfair competition, to some extent an acknowledgement that 
programs were indeed rather effective, seems to have been replaced with 
a common understanding that the programs are an effective competitive 
tool. Given the strong fluctuations in the airlines’ financial performance, 
one could argue that the FFP has been a critical component in the sur- 
vival of a number of airlines. Of course, the airline industry has also 
changed significantly from the when the first programs were launched. 
Many markets around the world have witnessed liberalization, and many 
more successful LCCs have entered the stage, driving down fares for con- 
sumers, and opening up new routes. FFPs certainly no longer belong to 
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an select club of legacy airlines, which are shielded from real competition 
by protective legislation. The question whether FFP benefits should be 
subject to tax seems to linger on in a number of markets, but despite the 
advances in potential ability to identify and quantify benefits, there 
appears to be little appetite amongst tax authorities to pursue it at this 
point. The new accounting standards that will be come into effect in 
2018 could provide another stepping stone in this direction, as it will 
further clarify the value of the benefit. 


The Questions That Remain 


Although a significant number of conclusions can be drawn based on the 
comprehensive review in earlier chapters of the book, for some areas no 
conclusive answer can be derived at this point in time. In some cases, it is 
simply too early to make the call, whereas for other areas strong argu- 
ments continue to hold on both sides of the debate. This section will 
provide an overview of some of the most poignant questions that remain 
unanswered for now. 

Ability to conserve the value proposition—What we dont know at 
this point is to what extent airlines (and programs) are able to maintain 
the competitive advantage of the FFP. In an industry where award pricing 
is progressively moving to a dynamic model, giving access to greater share 
of RPMs for award travel at albeit less attractive miles levels, airline man- 
agement would be wise to at least to some extent protect and conserve the 
most attractively priced classic-style awards. Even though each and every 
one of those seats could be sold in the open-market, the real question is 
how to realize a lever-effect from this most attractive inventory. Applying 
a short-term loss leader strategy to part of the inventory could pay off 
handsomely down the line, especially in combination with smarter use of 
data in revenue management applications. 

The impact of blockchain and other new technologies— Using the 
miles earned on last nights flight at Starbucks in the morning? 
Undoubtedly this will become possible in the not so distant future from 
a technical point of view. When all the friction is removed (through for 
example blockchain technology), it may address some of the challenges 
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on the redemption side. What is clear is that removing friction in the 
process will not help to create additional award inventory at classic levels. 
What we dont know at this point, is how this will impact the long-term 
viability and economic model of the FFP. As seen in Chap. 4, the non- 
linear nature of the programs helps to explain their ongoing success and 
attraction. When the programs’ currencies become so liquid (or fungi- 
ble), they may lose some of their appeal. This effect may be exacerbated 
when the currency becomes fully transparent as a result of its conversion 
into small awards like a grande latte. 

Core design elements—Uncertainty also remains around some of the 
core program structures. A lot of debate is still taking place in the indus- 
try around different accrual structures. As mentioned before, the judge is 
still out on whether value-based accrual is the right way forward, or 
whether there is still a role for distance-based structures. Although 3 out 
of 4 US major programs have adopted value-based accrual, many of the 
large international carriers remain on the fence. Similarly, on the redemp- 
tion side, there is a variety of strategies available to manage award inven- 
tory. Award availability remains somewhat of a mixed area, with great 
variance between what different airlines offer. But at many airlines today, 
a realization has sunk in that maintaining a compelling and viable pro- 
gram award proposition is paramount to the ongoing success of the pro- 
grams. In that context, programs are making changes to ensure their 
ongoing competitiveness. A good example of this are the new pricing 
structures being put into place by European carriers, who found their 
classic award pricing often failing against both LCC offers as well as the 
airline’s proprietary fares (often designed to meet those LCC fares). Will 
other carriers follow Delta Air Lines’ example, who discontinued the 
publication of a fixed award grid? Only the future will tell. 

Structure of the FFP—Deeply embedded in the airline, or operating 
at arms length in combination with outside investors: many different 
structures can be applied to the FFP. And many different opinions exist as 
to what is the best model. Surely, the repatriation of the FFP from Aeroplan 
back to Air Canada will cast a shadow on the equity carve-out model. But 
with major, accomplished players like Lufthansa Group and All Nippon 
Airways establishing wholly-owned subsidiaries in recent times for their 


FFPs, the separation strategy continues to be deployed. And although 
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some pundits were quick to announce the death of the spinoff model, it 
is important to keep two distinct factors in mind. Firstly, separation is 
different from spinoff. Secondly, with the exception of the Etihad-led 
FFP investments, all subsequent FFP spinoffs kept the airline firmly in 
control, retaining a majority ownership stake. The future will tell how the 
industry will view separations and spinoffs. The key question remains: if 
the FFP is the goose that laid the golden eggs, can if prosper in the airline 
or should it be set free? 

Partnerships—For now at least, alliances as well as bilateral airline 
agreements will continue to play an important role. It remains unclear 
how the shifting alliance and partner landscape will impact FFPs in the 
long-term. Even if alliances were to remain, unless ownership rules change 
in the near future, it is unlikely that we will see a true alliance-wide pro- 
gram. Consolidation on the other hand, where still relevant, will force 
airlines and program operators to consider their options in designing an 
optimal FFP structure. Striking win-win agreements that offer compelling 
member value propositions will remain a critical objective in the future. 
Armed with better data, FFPs should be able to drive real business results 
to their partners. In this respect, co-branded credit cards will remain a 
force to reckon with, despite the pressure on interchange in markets 
around the world. Reductions in interchange will force issuers and FFPs 
to relook at the value proposition, and find new ways to ensure the appeal 
and viability. There remains uncertainty around how the industry can and 
will deal with increasing downward pressure on interchange. From a stra- 
tegic point of view, there is no clear answer to the question what is the best 
co-brand credit card partner strategy in terms of one, like Delta Air Lines’ 
exclusive partnership with American Express, or multiple agreements, like 
Qantas Frequent Flyer with a broad range of banks in Australia. 


The Case for Change: Making the Frequent 
Flyer Program Core to Strategy 


Earlier chapters established how FFPs have become an indispensable part 
of the airline industry. With this level of relevancy, it can be somewhat 
puzzling to see how relatively little attention the FFP is afforded in some 
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airlines, at least going by the limited attention on FFPs in annual reports 
and investor presentations. In many cases, the discussion of the FFP is 
limited to the accounting standard for the existing miles liability, discuss- 
ing the approach and total amount of deferred revenue. This limited 
attention may or may not be a reflection of senior management's focus 
and dedication to the FFP, but it does raise the question if the FFP is truly 
recognized for the actual and potential contribution it brings to the air- 
line industry. On a FFP management level, going by the typical topics 
served up at loyalty conferences, the focus tends to be on customer 
engagement, technological advances and new marketing initiatives. 
Although it is understandable that, for competitive reasons, airlines will 
not disclose sensitive financial information, it would not be misplaced to 
underwrite the economic contributions of the programs in a more struc- 
tural way. Of course there are exceptions, but overall the industry would 
benefit from a shift in thinking. Starting from around the year 2000, a 
pattern has been set where analysts will occasionally publish reports on 
FFPs, outlining their value, calling for greater transparency, or bringing 
up some other topic of interest. These publications tend to create spikes 
in interest, but are typically short-lived. 

For an industry that historically competed on market share but is now 
competing on capital returns, management cannot afford to neglect the 
huge potential of the FFP. In moving from survival mode, centered 
around achieving the lowest cost per mile flown, to a new world order 
built around higher RASM by offering engaging, relevant and new prod- 
ucts, there is a pivotal role that the FFP can play. Airlines need to invest 
in new thinking that will elevate the FFP from being a pure cash cow 
today, to a key enabler to unlock the disruptive potential of the FFP. 

FFPs today operate as part of a complex ecosystem of interlinked com- 
pany relationships. In more ways than one, the survival of FFPs is hinged 
on its ability to forge successful partnerships outside the airline. But the 
programs have arguably been equally successful in creating partnerships 
outside the traditional airline realm, delivering lasting and successful 
partnerships. ‘This type of partnerships is centered around the direct 
accrual of miles on non-air partners, but increasingly incorporates an ele- 
ment of data analysis and sharing. ‘The scale of the outside partnerships 
has become fundamental to the success of the airline and the FFP. By 
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connecting the dots between various categories, the FFPs have effectively 
built an ecosystem of miles earning opportunities across a significant 
share of everyday spent. ‘These partnerships are of course important 
because of their financial contribution to the FFPs and the airlines—in 
some cases they even acted as a lifeline during turbulent times. The 
changing nature of the partnerships reflects the recognition that this 
opportunity is getting in the FFP world. In the olden days, the FFP 
would sign an agreement with a partner, and the extent of the relation- 
ship would be limited to sending transaction files and invoices going 
back and forth. Today’s most successful programs have dedicated teams of 
analysts working side by side with partners, delving into combined mem- 
bership data in a quest to unlock customer insights that make a real 
impact on the partner business. 

FFPs around the world continue to evolve, fine-tuning their value 
proposition as well as developing their capabilities. As mentioned, three 
key themes can be identified. Starting with the underlying economics, 
FFPs are scrutinizing every part of the value construct to ensure that the 
value allocation is appropriate, and that no leakage is occurring. Many of 
the latest initiatives are focused around aligning awards and tier rewards 
to individual member value. Programs will have to find a balance between 
making the value proposition too linear and conserving some of the 
magic that drives the success and appeal of the programs. There is a risk 
that if awards become too closely linked to direct monetary value contri- 
bution, the programs become de facto cashback programs, which would 
limit the appeal to certain members. ‘The second theme, convenience and 
context, shows how programs are trying to maintain a foothold in an 
increasingly crowded, and more demanding, market place. As consumers 
get used to higher standards in terms of ease of interaction, relevancy and 
overall utility, FFPs are wise to invest in developing those standards as 
well, and avoid being left behind as a dinosaur of the long-gone times. 
Lastly, and this is a bit of a recurring theme, FFPs are evolving in the way 
they look at partnerships. ‘The ability to demonstrate accretive value to 
their partner is quickly becoming a table stake requirement to ensure the 


longevity of the partnership. 
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Opposites attract they say—and in the case of the FFP and the airline, 
this could very well be the case. In examining the underlying drivers of 
the FFP and the airline businesses, some stark contrasts can be observed. 
But how, some will say, can you compare the FFP and the airline as if 
they were separate units—is the FFP not an integral part of the airline? 
Certainly, the FFP was born as function deeply embedded in the airline, 
but over time it underwent an increasing degree of separation, not too 
dissimilar to other functions like the catering business, ground handling 
services, or reservation system software providers. Although these func- 
tions are intrinsically linked to the airline business, they do not necessar- 
ily have to be part of the airline in order to provide the best performance. 
One could even argue that the FFP, with the majority of miles now being 
earned outside the airline for leading programs, has been one of the most 
successful functions in crossing traditional airline boundaries. The anal- 
ogy here would be a catering company that successfully managed to 
diversify its revenues from selling just to airlines to selling to other insti- 
tutions requiring catering services. 

That potentially more prominent role is founded on three characteris- 
tics of the FFP that were identified in the previous section. Firstly, the 
FFPs offer fundamentally different business dynamics than the core airline 
business. Secondly, no other component in the travel value chain has 
either the richness of data, or the data analytical qualities. Thirdly, the FFP 
has the greatest ability to act as a catalyst for change, and embrace new 
technologies and innovations from outside the airline industry. The FFP is 
naturally positioned to act as a conduit with the outside world to extend 
the boundaries of the airline business. 

In a world where every airline innovation is easily copied (think for 
example of new lie-flat seats, better IFE systems, on-demand dining, WiFi 
connectivity, premium economy seats, and LCC subsidiaries), airlines 
need to look for sustainable competitive advantages. And like Jack Welch 
famously said, an organization's ability to learn, and translate that learning 
into action rapidly, is the ultimate competitive advantage. Here is where 
the FFP can play a key role—both in learning insights, as well as executing 
on them in a meaningful way. Although the future may hold many 
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uncertainties, some things we know already. Firstly, people will continue 
to love to travel. It means that travel in the form of awards will continue 
to captivate the imagination of the wider consumer audience—no tech- 
nology will alter that. Secondly, there remain tremendous growth oppor- 
tunities, especially in Asia and Africa. Loyalty programs are starting but to 
scratch the surface there. But to fully reap the benefits that the FFP can 
offer, we need to overcome some of the ingrained perceptions about the 
programs. FFPs have been enormously successful—not only in terms of 
growth and reach, but also in financial terms. There have been instances 
where the implied value through market capitalization of an FFP has 
exceeded that of the associated airline. Some observers in the industry 
have scoffed at this notion, calling it the proverbial tail that is wagging the 
dog, implying that this is neither desirable nor realistic. But if airlines are 
going to succeed in a wildly disruptive environment, we need to embrace 
these kinds of new and unfamiliar strategies, as the airlines need to break 
free from inertia and status quo. 

It is also time for airline boards around the world to give the FFP the 
attention it deserves. Based on its unique characteristics (its structurally 
different business dynamics, its ability to acquire, manage and use rele- 
vant data, and its ability to embrace and exploit change), FFPs deserve a 
more prominent place at the table. Although it is encouraging to see that 
leading airline groups such as IAG, ANA and Lufthansa Group have cre- 
ated special entities for their FFPs, an arguably far bigger share remains 
reluctant to make the necessary changes, and investments to let the FFP 
flourish, either inside the airline, or with outside support. 

FFPs are here for the long-run. FFPs have managed to carve out an 
unmistakable and unique position in the airline industry. A position that 
is both on the outside of the airline, as well as touching the core delivery 
of the airline product. It is in the hands of program owners and operators 
to chart the best course going forward. It is clear however that in the 
future programs will be held to increasing standards—increasing stan- 
dards from members, when it comes to their attractiveness and ease of 
doing business, but also from partners and the airlines that will expect an 
even greater return from the FFP. Meeting those standards will require 
constant innovation and dedication to grow and evolve the programs. 
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Note 


1. This may hold true for FFPs as well, although more diverse award 
portfolios and additional earning methods have effectively lowered the 
award attainability threshold driving breakage down significantly. 
Conversely, in the airline industry it is typically the premium cabins 
that support lower fares in economy cabins. 


Glossary 


Air partner Airline partner where members can earn or redeem miles 

Available seat-miles (ASMs) ‘The number of seats an airline sells multiplied by the 
number of miles those seats fly (e.g., a Boeing 737-800 with 157 seats flying 
500 miles generates 78,500 ASMs) 

Award passenger A passenger traveling on redeemed miles (in contrast to a fare- 
paying passenger) 

Award travel Free or reduced-fare travel provided to members who redeem their 
miles 

Award unit cost Measure of the cost of redemptions: typically defined as the 
total cost of awards divided by the miles redeemed for a certain period 

Bounty Finder’s fee paid by the bank or issuer for new credit cardholders 
acquired by the airline and/or FFP 

Breakage Percentage of miles that will never be redeemed out of total earned miles 

Burn-earn rate Total miles redeemed divided by total miles earned during a 
period (often used as a measure of engagement) 

Cash and miles A form of pricing of an award that is based on a combination of 
two currencies 

Co-brand credit card Credit card carrying the logo of both the airline or FFP and 
the bank and/or issuer, awarding miles on purchases 

Commission component Part of the proceeds from the sale of a mile that can be 
immediately recognized—see marketing component 
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Conversion Exchange of one form of loyalty currency into another using a 
certain ratio—typical conversions exchange other loyalty program currency 
into frequent flyer miles 

Co-pay Additional cash payment required by some programs when redeeming 
an award, in addition to miles 

Deferred revenue Part of the proceeds from the sale of miles that can only be 
recognized when the underlying commitment has been fulfilled (in most 
cases: the award passenger has flown on an award ticket) 

Dilution Lost revenue as a result of a passenger using an award ticket instead of 
purchasing a commercial fare for that particular flight on that particular 
airline 

Direct earn Type of accrual whereby the currency earned is the FFP currency, 
without the need for any conversion 

Displacement Potential financial impact of a member traveling on an award 
ticket occupying a seat that otherwise would have been sold to a revenue fare- 
paying passenger on that flight and airline 

Distance-based earn Accrual system awarding miles based on distance traveled— 
typically in combination with fare class paid 

Divisibility Measure of the level of dispersion of award pricing in a given 
program—high divisibility indicates a range of awards at greatly varying price 
points 

Dynamic pricing Mechanism to price awards that is flexible as it uses variable 
input components such as the fare of a flight, or the tier of the member 

Elite match Acquisition mechanic where new members are enrolled directly at 
an elite tier level equivalent to member's current level in competing program— 
used by programs to reduce perceived switching costs 

Elite tier Membership level that affords perks to the member and requires a cer- 
tain level of program activity to attain (using preset qualification criteria) 

Expiry policy Formula that spells out how long miles will remain valid for— 
typically time-bound or activity-based 

Fixed awards Type of awards which price is constant and not subject to variable 
input components 

Fungibility Measure of the level of fluidity of a loyalty program currency. High 
fungibility indicates that members have numerous options to convert, top- 
up, transfer or otherwise manage the currency 

Gross billings Proceeds from the sale of miles to partners of the FFP 

Incremental cost method Accounting method to estimate liability to be recog- 
nized on balance sheet using only marginal cost of awards (instead of fair 
value of awards) 
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Indirect earn Type of accrual whereby the currency earned is in another form of 
currency than the FFP currency, requiring some form of conversion (either 
aromatic or ad-hoc) 

Interchange Fee charged by issuers to acquirers of card payments and passed 
through to merchants in a transaction discount fee 

Load factor Total revenue passenger-miles (RPMs) divided by total available 
seat-miles (ASMs); in other words, the percentage of total seats that are 
occupied 

Loyalty contribution Share of revenues that is generated by customers who are 
member of the frequent flyer program 

Marginal costs Incremental direct cost of carrying one additional award 
passenger—typically limited to marginal catering, insurance, fuel and DCS 
costs 

Marketing component Part of the proceeds from the sale of a mile that be imme- 
diately recognized as the associated commitment is considered fulfilled 

Mileage run Members taking flights with the sole purpose of accruing miles 

Non-air awards Awards other than flights and upgrades 

Non-air partner Partners other than airlines 

Qualification period Time-bound window during which certain criteria need to 
be met to be eligible to access an elite tier 

Revenue passenger-miles (RPMs) Ihe number of paying passengers (often includ- 
ing FFP passengers for whom revenue is recognized) multiplied by the num- 
ber of miles they fly (e.g., a Boeing 737—800 with 157 seats, of which only 
120 are occupied, flying 500 miles generates 60,000 RPMs) 

Roll-over period Extension at the end of the elite tier membership year to allow 
for distribution of new elite tier cards 

Share of wallet Measure of what percentage of the total budget is concentrated 
with a single airline 

Splitting Spreading flying activity across airlines in order to achieve elite status 
in more than one FFP (and alliance) 

Spread Difference between the yield per mile sold, and award unit cost—a 
measure of the program’s ability to generate a margin 

Status challenge Acquisition mechanic where new members are enrolled directly 
at an elite tier level for a certain period, with prolongation being contingent 
on meeting certain criteria 

Threshold awards ‘Type of awards are that provided to the member upon meet- 
ing certain preset criteria, typically in the context of elite miles 

Top-up Purchase of miles to reach required balance level for a desired award 
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Transportation component Part of the proceeds from the sale of a mile that need 
to be deferred until the underlying commitment has been fulfilled 

Travel hacking Term used to describe gaming of programs by members to exploit 
every possible loophole in order to maximize the (award) value achieved 

Value-based accrual ‘Type of earn mechanism whereby loyalty currency is awarded 
based on the fare paid (as opposed to the mileage traveled) 

Yield (airline use) Total passenger revenue (which often includes revenue from 
award travel) divided by total RPMs 


Yield per mile sold Price at which a mile is sold to partners 
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